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1. TEMA 
EL MUNDO LUEGO DE LA GRAN RECESIÓN: LA NUEVA REALIDAD 
ECONÓMICO-FINANCIERA PARA EL MUNDO DESARROLLADO Y 
MERCADOS EMERGENTES 
 
2. INTRODUCCIÓN 
 
La Gran Recesión ha cambiado el antiguo status quo del mundo y eso a 
su vez presenta nuevas y complicadas circunstancias y desafíos para los 
países desarrollados y emergentes. Casi no hay duda de que un nuevo orden 
mundial está surgiendo ante nuestros ojos. 
 
Hay períodos cuando el sistema internacional experimenta cambios 
radicales en poco tiempo. El último período así fue 1989-1991. Durante esos 
años el imperio Soviético colapsó, el milagro económico japonés terminó, el 
Tratado de Maastricht creando la Europa contemporánea fue firmado, la Plaza 
de Tiananmen definió a China como una economía de mercado dominada por 
un Partido Comunista incuestionable, etc. Componentes fundamentales del 
sistema internacional cambiaron radicalmente, alterando las reglas para los 
próximos 20 años1. 
 
En la actualidad nos encontramos en un ciclo similar, uno que comenzó 
en 2008 y que todavía continúa. En estos años, la Unión Europea dejó de 
funcionar de la manera que lo hizo cinco años antes y aún debe ver su nueva 
forma. Por otra parte, la parálisis política y el nivel de confrontación entre 
políticos en Washington y Europa ponen en cuestionamiento el sistema 
democrático de Occidente. China se encuentra en una etapa social y 
económica difícil que pone en evidencia los desafíos de un crecimiento 
económico acelerado. Los cambios simultáneos en EEUU, Europa, China y los 
grandes mercados emergentes abren la puerta a una nueva estructura 
internacional, remplazando aquella creada en 1989-19912. 
 
El presente trabajo de grado se enmarca en la idea de que estamos en 
medio de lo que podríamos llamar un cambio generacional en la manera que el 
mundo funciona. Este proceso todavía se está desarrollando, y por lo tanto se 
debe considerar la situación actual de EEUU, Europa y los grandes mercados 
                                                        
1
 STRADFOR GLOBAL INTELILLENCE, Annual Forecast 2012, http://www.stratfor.com/forecast/annual-forecast-2012, 
Access: January 20th 2012, 16:21. 
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emergentes antes de llegar a una conclusión. El período de tiempo entre 2008 
y 2011 es único, pues señala una redefinición y una nueva manera de 
funcionar del mundo. 
 
El 2011 quizá no marque el final de este proceso de transformación al 
igual que no lo fue 1991. Sin embargo, de la misma forma que 1991 fue el año 
en que se volvió evidente que el antiguo mundo de la Guerra Fría ya no 
funcionaba, el 2011 es el año en el que se volvió evidente que el mundo Post-
Guerra Fría ha llegado a su fin, siendo remplazado por actores y dinámicas 
cambiadas3.   
 
Así, al comienzo de la Gran Recesión, durante los días finales de la 
administración Bush, el Vicepresidente Dick Cheney se sentó a una entrevista 
con Associeted Press. Se le preguntó por qué la Administración había fallado 
en anticipar la mayor crisis financiera desde la Gran Depresión. La respuesta 
de Cheney fue reveladora: “Nadie fue lo suficientemente inteligente para darse 
cuenta” declaró “Creo que nadie vio venir la crisis”. Difícilmente se encontraba 
solo   en esta apreciación. Basta mirar las declaraciones de los “sabios” de la 
comunidad financiera y el establishment político durante el comienzo de la 
crisis. Invariablemente, se ofrece alguna versión de la misma pregunta retórica: 
“¿Quién podría haberlo anticipado? La crisis financiera fue, como lo sugirió 
Cheney en la misma entrevista, similar a los ataques del 11 de septiembre: 
catastróficos pero casi imposibles de anticipar. 4 
 
No es cierto. Varios economistas y comentadores advirtieron de los 
peligros en el sistema financiero que estaban a punto de llevar abajo a la 
economía mundial. Fueron ignorados, quizá debido a exceso de optimismo o 
tal vez porque otros tenían mucho que ganar del colapso, un hecho que dice 
mucho sobre el estado de la economía y finanzas en décadas recientes. La 
mayoría de gente en esos ámbitos ignoró las advertencias debido a una simple 
y anticuada creencia: que los mercados son entidades que se autorregulan, 
estables, sólidos y confiables. De acuerdo a este razonamiento, el capitalismo 
del siglo XXI y la innovación financiera, se autorregularían manteniendo un 
balanceado y autoajustable estado de equilibrio.  
                                                        
3
 Cfr. STRADFOR GLOBAL INTELILLENCE, Annual Forecast 2012, op. cit. 
4
 Cfr. ROUBINI Nouriel, The White Swan, http://es.scribd.com/doc/36327721/Crisis-Economics, Access: January 25th 
2011, 20:10. 
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En retrospectiva, todo eso parece ingenuo, pero por décadas era 
sabiduría convencional. Era la base de políticas importantes y de estrategias 
de inversión a gran escala. Bajo este paradigma, las crisis económicas tenían 
poco o ningún lugar. Pero como la crisis actual ha hecho evidente, las crisis 
son la norma, no solo en economías emergentes sino también en economías 
industriales avanzadas. De hecho, de muchas maneras, las crisis son parte del 
genoma capitalista. Aquellas mismas cosas que le dan al capitalismo su 
vitalidad, sus poderes de innovación y su tolerancia al riesgo, también pueden 
producir burbujas de activos y crédito, y, eventualmente, colapsos catastróficos 
cuyos efectos retumban por mucho tiempo. 
 
Para poder entender los profundos cambios que la crisis continúa 
produciendo es fundamental comprender el reciente desastre económico, 
comenzando con la pregunta más obvia: ¿cómo se formó la burbuja detrás de 
la peor crisis financiera en décadas?, ¿fue una combinación de tomar riesgos 
excesivos por parte de instituciones financieras, gracias a la débil regulación y 
supervisión? o ¿fue una consecuencia inevitable de los grandes desequilibrios 
globales? 
 
El primer capítulo de este trabajo de grado trata de responder a estas 
preguntas a través de un análisis del crédito excesivo y la innovación financiera 
con el involucramiento tanto del sector privado como del público, y cómo éstos 
desataron la Segunda Gran Contracción del sistema financiero. Por lo tanto, el 
objetivo de este capítulo es establecer la conexión entre crédito excesivo y la 
formación de la burbuja que originó la Gran Recesión. 
 
Por otra parte, la crisis financiera hizo necesaria la intervención de 
bancos centrales y gobiernos para salvar el sistema financiero. Lo cual a la vez, 
daño las finanzas públicas e hizo evidente los insostenibles niveles de deuda 
en que incurrieron los gobiernos en el pasado.  Los inversionistas están 
dejando de ver a los grandes gobiernos Occidentales como esencialmente 
libres de riesgo y, por lo tanto, están demandando mayores tasas de interés 
para ofrecerles crédito. En algunos casos particularmente alarmantes como 
Grecia, Irlanda y Japón, no será necesario un incremento pronunciado de las 
tasas de interés para que sus presupuestos sean consumidos enteramente por 
los pagos de intereses sobre la deuda. 
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Esto nos lleva al principal problema económico mundial al momento de 
escribir: la crisis del Euro. Es increíble que un país pequeño e irrelevante como 
Grecia comenzara la peor crisis en Europa desde la Segunda Guerra Mundial. 
El sueño europeo de integración y su moneda común están amenazados. Dos 
años luego del comienzo de la crisis el llegar a una solución aún es una meta 
lejana. El sistema democrático es tan disfuncional que tomar decisiones 
difíciles pero necesarias es casi “misión imposible”. Europa y EEUU están 
atrapados en una parálisis política que pone en peligro la recuperación 
económica y daña la confianza en la capacidad del gobierno de hacer lo 
necesario para asegurar la estabilidad económica y financiera. 
 
¿Podrían los niveles de deuda, finanzas públicas pobres y parálisis 
política acelerar el Ocaso de Occidente? Esta es una pregunta fundamental 
para el futuro del orden mundial. El objetivo en este caso es determinar si la 
Gran Recesión y la Crisis del Euro afectaron la condición hegemónica de 
Occidente. Para alcanzar este objetivo el capítulo dos analizará la situación 
económica y política actual en EEUU y también el rol de la Reserva Federal en 
su papel de banco central mundial de facto. Luego realizaré un profundo 
análisis de la crisis del Euro y, a continuación, finalizaré con una descripción de 
las circunstancias y hechos que hacen pensar a muchos que el Ocaso de 
Occidente es un fenómeno muy real  en marcha. 
 
Por otra parte, las reformas económicas llevadas a cabo por los tres 
mercados emergentes principales China, India y Brasil han producido un 
crecimiento económico tan alto que su papel en el sistema internacional ya no 
puede ignorarse. El principal país emergente es China, ya la segunda 
economía del mundo. Para muchos, este es el país que sucederá a los EEUU 
como el principal poder económico del mundo. Un “Siglo Asiático” está en 
marcha. Por otra parte, Brasil no puede ser ignorado. Este es un país que, de 
acuerdo a algunos estudios, ya es la quinta economía mundial, y al mismo 
tiempo es el único país en América Latina con verdadera proyección 
internacional.  
 
Pero por supuesto no todo es crecimiento económico. Estas tres 
naciones enfrentan grandes desafíos es su camino de economías emergentes 
a desarrolladas. Siendo el principal la implementación de más reformas 
estructurales de acuerdo a los cambios producidos en años recientes. Las 
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principales amenazas que enfrentan son la inflación, corrupción y una 
desaceleración económica en el mundo desarrollado que podría dañar su 
situación económica, lo que a su vez produciría malestar social. 
 
¿Produjo la Gran Recesión un cambio en el balance de poder 
económico hacia los grandes mercados emergentes, haciéndolos los nuevos 
centros de decisión y supremacía política?  Para responder a esta pregunta, en 
el capítulo tres resaltaré el camino seguido por China, India y Brasil para 
convertirse en las nuevas estrellas de la economía mundial y de Wall Street. El 
objetivo en este caso es determinar cuales fueron las condiciones y principales 
reformas que ayudaron a convertir a estos países en potencias económicas, 
sacar a millones de la pobreza y ser los nuevos actores que están 
transformando el orden internacional. 
 
Durante el desarrollo de los capítulos busco conseguir el objetivo 
general de analizar la nueva realidad económico-financiera luego de la Gran 
Recesión estableciendo los principales impactos en EEUU, Europa y los tres 
mercados emergentes más importantes: China, India y Brasil. Esto se logrará 
contestando a las preguntas de investigación y a los objetivos específicos que 
ya fueron señalados. 
 
De esta manera, la hipótesis de trabajo queda claramente establecida: 
La severidad de la Gran Recesión creó una nueva realidad económico-
financiera para las diferentes regiones del mundo, severidad que a la vez 
habría debilitado el sistema democrático de Occidente y deteriorado 
severamente los niveles de deuda y las cuentas públicas de EEUU y varios 
países del Sur de Europa, lo que habría tenido como consecuencia un cambio 
de los centros de poder económico y político hacia los mercados emergentes, 
principalmente China, gracias a la implementación de reformas estructurales 
radicales que permitieron alto crecimiento económico y saludables cuentas 
públicas.  
 
Como dijo Jeffrey Immelt, el CEO de General Electric, en 2008: “Esta 
crisis económica no representa un ciclo, sino un reinicio emocional, social y 
económico. Quienes entiendan eso prosperarán, aquellos que no lo hagan 
serán dejados atrás”. Esta frase refleja cual es mi motivación para hacer este 
trabajo de grado. Nuestra generación enfrenta un desafío colosal y de acuerdo 
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a como lo hagamos frente dependerán las oportunidades de las futuras 
generaciones. Es fundamental entender que no hay posibilidad de cambio 
profundo sin sufrimiento y crisis. Cuando trasladamos este concepto filosófico a 
la economía tenemos el proceso de “destrucción creativa”. 
 
Las diferentes economías del mundo requieren procesos donde lo 
obsoleto sea destruido para dejar lugar a lo nuevo. Mucho depende de saber 
manejar este proceso con eficiencia. En la medida en que lo que no funciona 
se deje morir, capital será liberado para financiar la creación de nuevos 
negocios e industrias. En cierta forma, cuando analizamos esta crisis y 
tratamos de anticipar cómo mutará, lejos de implicar una actitud pesimista, esta 
ofrece la perspectiva más positiva posible: aquella en que finalmente 
entenderemos las causas y veremos mejor las situaciones incoherentes que se 
han estado desarrollando lentamente como un tumor maligno que 
imperceptiblemente crece hasta hacer metástasis y poner en peligro a todo el 
organismo.  
 
Por lo tanto, la contribución de este trabajo de grado es ayudar a 
entender mejor lo que está detrás de la mayor crisis económica desde la Gran 
Depresión, cómo la Gran Recesión esta cambiando el orden mundial con 
nuevos poderes surgiendo y el antiguo status quo aparentemente llegando a su 
fin. Quiero que se vuelva más evidente que la actividad financiera es la fuerza 
que mueve al mundo y cómo, cuando se abusa de las finanzas, el sistema 
económico puede colapsar. Por otra parte, espero que el lector pueda apreciar 
que un período de crisis no es necesariamente algo negativo. Es mejor verlo 
como una oportunidad para el cambio. Si tomamos ventaja del mismo 
saldremos más fuertes y mejor preparados para hacer frente a un mundo 
cambiante. Sino, la crisis creará otra aún peor con un potencial devastador.  
 
Finalmente, la delimitación temporal para este trabajo de grado es el 
período 2008-2011 ya que estos fueron los años en que la Gran Recesión 
golpeo a la economía mundial. Escogí los casos de EEUU, Europa y los 
mercados emergentes más importantes: China, India y Brasil; pues estos son 
los principales actores mundiales cuyas condiciones económicas afectan al 
mundo entero y cuyas circunstancias actuales nos dan una idea clara de hacia 
dónde se dirige el Sistema Internacional en los próximos años. 
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CHAPTER I 
THE FINANCIAL CRISIS THAT CHANGED HISTORY 
 
 
History is a record of “effects” the vast majority of  
which nobody intended to produce. 
_
 Joseph Schumpeter (1939) 
 
The majority of economists, when they think about the Great Depression, 
consider that it was an unnecessary tragedy. If only Herbert Hoover hadn’t tried 
to balance the budget during an economic downturn, if only the Federal 
Reserve had injected liquidity to the banks in trouble and calm down the bank 
panic, then the stock market drop of 1929 would have caused only a small 
recession that soon would have been forgotten. And, since the economist and 
policy makers had learned their lesson, nothing like the Great Depression could 
happen again. Or could it?5 
 
In the fall of 2008, the US suffered a devastating economic collapse. 
Once valuable securities lost most or all of their value, debt markets froze, stock 
markets plunged and storied financial firms went under, millions of people lost 
their jobs, millions of families lost their homes, and good businesses shut down. 
These events cast the United States into an economic recession so deep that 
the country has yet to fully recover. It is now universally recognized as the worst 
economic crash since the Great Depression. 6 
 
The Great Recession was preceded by a whole series of lesser 
economic shocks, of growing magnitude, over the last two decades, most 
notably: the US stock market crash of 1987, the savings and loan crisis of the 
late 1980s and early ‘90s, the Japanese financial crisis and Great Stagnation of 
the 1990s, the Asian financial crisis of 1997-1998, and the New Economy 
(dotcom) crash of 2000. Yet the Great Financial Crisis has far outreached them 
all. Both the US economy and the economy of the world as a whole are in a 
state of deep decline, facing what is likely to be a prolonged stagnation.7  
 
The world economy is not in depression right now and it probably won’t 
fall in one despite the magnitude of the current crisis. Nevertheless, even 
                                                        
5
 Cfr. KRUGMAN Paul, De Vuelta a la Economía de la Gran Depresión y la Crisis del 2008, Grupo Editorial Norma, First 
Edition, Bogota, 2009, p. 13 
6
 SENATE SUBCOMMITTEE ON INVESTIGATIONS, Wall Street and the Financial Crisis: Anatomy of a Financial 
Collapse, http://es.scribd.com/doc/53174301/Anatomy-of-a-Financial-Collapse, Access: September 4th 2011, 20:17. 
7
 BELLAMY John, MAGDOFF Fred, The Great Financial Crisis: Causes and Consequences, Monthly Review Press, 
First Edition, New York, 2009, p. 11 
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though depression itself had not returned, depression economics, meaning the 
kind of problems that characterized the 1930s, has made a sensational return. 
Fifteen years ago, no one believed that developed economies could endure 
severe economic contractions due to a financial collapse or that they will have 
to face painful austerity measures. The world economy turned out to be a much 
more dangerous place than we thought.8 
 
Why did the world become such a dangerous financial place? In the 
following chapter I will try to answer this question. We are going to see that not 
only economic and financial circumstances were behind the Great Financial 
Crisis but also politics, imbalances and people culture.   
 
IMAGE 1 
WALL ST. CHASHES THE ECONOMY 
 
Source: The Financial Times. 
Made by: Ingram Pinn 
 
 
 
 
 
 
 
 
 
 
 
                                                        
8 Cfr. KRUGMAN Paul, De Vuelta a la Economía de la Gran Depresión y la Crisis del 2008, op. cit. 187 
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1.1. The Downfall of Lehman Brothers and the beginning of a systemic crisis. 
1.1.1. Income and credit.  
 
Credit is the brain of the capitalist system. It is a financial resource that 
can help people and companies to create wealth. Credit is deeply related to an 
open market economy, but when something goes wrong and credit disappears, 
the whole system is at risk of being completely and swiftly destroyed.9 
 
One of the main fault lines that helped to create the financial bubble that 
almost caused a Depression is the abuse of the important tool of credit. The 
main reason for this abuse is the rising income inequality in the United States 
and the political pressure it has created to give easy credit. Incomes of those at 
the very top have gone up. The top 1 percent of households represented only 
8.9 percent of income in 1976, but this share grew to 23.5 percent of income 
generated in the United States in 2007. In other words, of every dollar of real 
income growth that was generated between 1976 and 2007, 58 cents went to 
the top 1 percent of households. As an example, in 2007 the hedge fund 
manager John Paulson earned $3.7 billion, about 74,000 times the median 
household income in the United States.10 
 
Different factors are responsible for this growing differential. Perhaps the 
most important is that, although in the United States technological progress 
requires the labor force to have more and more skills, the education system has 
been unable to provide enough of the labor force with the necessary education. 
And as a result, the middle class receives a stagnant paycheck as well as 
growing job insecurity. Politicians feel their constituents’ pain, but it is really 
hard to improve the quality of education overnight. Moreover, any real change 
will require years to take effects and therefore it will not address the current 
anxiety of the electorate.11 
 
 The term education has been used so far when referring to 
employability, but a better term is human capital, which refers to the broad set 
of capabilities, including health, knowledge and intelligence, social aptitude, and 
empathy that make a person a productive member of society. Formal education 
                                                        
9
 Cfr. ROSS, Andrew, Too Big to Fail, Penguin, New York, First edition, 2009, p.230 
10
 Cfr. ANDERSON J., Wall Street Winners Get Billion-Dollar Paydays, 
www.nytimes.com⁄2008⁄04⁄16⁄business⁄16wall.html, Access: August 10th 2011, 15:21  
11
 Cfr. RAJAN, Raghuram, Fault Lines: How Hidden Fractures Still Threaten the World Economy, Princeton University 
Press, Princeton, First edition, 2010, p. 31 
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plays perhaps the most important role in forming an individual’s human capital. 
But education is not only important in income or career terms, but studies show 
that educated people typically take better care of their own health, are less 
prone to criminal activities, and are more likely to participate in civic and political 
activities. And what is more important, they influence their children to do the 
same. So their education has beneficial effects on future generations as well. 
Therefore as it falls behind in education, the United States is diminishing the 
quality of its society.12 
 
Paul Krugman’s opinion about inequality points out that, in seeking 
explanations for the widening spread of incomes since the 1970s, researchers 
have focused overwhelmingly on broad structural changes in the economy: in 
particular, technological change, demographic shifts, and the rise of “winner-
take-all” or “superstar” markets. But Krugman argues that these structural 
explanations are insufficient. Instead, or at least in addition, he points the finger 
at politics. For example: progressives, no doubt, attribute substantial weight to 
the growing income inequality to the antilabor policies followed by Republican 
governments since Ronald Reagan, whereas conservatives attribute much of 
the earlier wage compression to anticompetitive policies followed since Franklin 
Roosevelt. Neither side would, however, deny the importance of differential 
educational skills in affecting inequality.13 
 
Other reasons for the increase of income inequality are: the increasing 
competition in the market that intensifies the demand for talented workers, 
which increases the dispersion of wages within any segment of the population. 
Also, the implementation of deregulation policies can lead to more entry and 
exit of firms, which increases the volatility of each worker’s earnings. These 
effects may account for up to one-third of the increase in measured inequality.14 
 
The Newsweek columnist Robert Samuelson has argued, “on the whole, 
Americans care less about inequality, the precise gap between the rich and the 
poor, than about opportunity and achievement”.  They feel that they have the 
possibility to be better off than the previous generation thanks to the 
                                                        
12
 Cfr. Ibid. p. 71 
13
 Cfr. BRINK, Linsey, Nostalgianomics: Economic Policies, Social Norms and Income Inequality, 
http://www.cato.org/pubs/wtpapers/Nostalgianomics.pdf, p. 4, Access: August 27th 2011, 15:40. 
14
 Cfr. GOTTSCHALK, Peter, The Growth of Earnings Instability in the US Labor Market, 
http://www.brookings.edu/~/media/Files/Programs/ES/BPEA/1994_2_bpea_papers/1994b_bpea_gottschalk_moffitt_kat
z_dickens.pdf, p.225, Access: August 28th 2011, 16:53. 
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opportunities that their country can give them. But if Americans no longer have 
the chance to be upwardly mobile, they are less likely to be optimistic about the 
future or to be tolerant of the mobility of others. 15 
 
Many have lost faith in the idea of America as the land of great 
opportunity, which in the past created the public support that made the United 
States a bastion of economic freedom. Politicians, always sensitive to their 
constituents, have responded to these worrisome developments with an attempt 
at a panacea: facilitating the flow of easy credit to those left behind by growth 
and technological progress.16 
 
The deregulation and rapid expansion of banking in the United States in 
the early years of the twentieth century was in many ways a response to the 
Populist movement, backed by small and medium-sized farmers who found 
themselves falling behind the growing numbers of industrial workers so they 
demanded easier credit. Excessive rural credit was one of the important causes 
of bank failure during the Great Depression.17  
 
In the United States it has been truth for a long time that it is not income 
that matters but consumption. So, if somehow the consumption of middle-class 
householders keeps going up, if they are able for example to afford a new big 
car every few years and the occasional big holiday in an exotic destination, 
perhaps they will pay less attention to their stagnant monthly paychecks, to a 
society marked by increasing inequality, or to a country where, though there are 
dramatic exceptions, the statistical chances of a poor American making it to the 
top are lower than in “Old Europe”. By all accounts, several of the key economic 
sectors in the US besides finance are in trouble, including health, energy, and 
manufacturing.18 
 
Since the early 1980s, the most attractive answer to face the 
constituent’s income problems, as previously said, has been easier credit. In 
some ways it is the path of least resistance. It does not generate so much 
confrontation on ideological criteria like taxation and redistribution. Politicians 
                                                        
15
 Cfr. SAMUELSON, Robert, Indifferent to Inequality?, http://www.thedailybeast.com/newsweek/2001/05/06/indifferent-
to-inequality.html, Access: August 27th 2011, 16:20. 
16
 Cfr. Id. 
17
 Cfr. RAJAN Raghuram, op. cit. 64. 
18
 Cfr. STIGLITZ Joseph, Freefall: America, Free Markets, and the Sinking of the World Economy, W.W. 
Norton&Company, New York, First Edition, 2010, p.19. 
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love to have banks expand housing credit, since credit achieves many goals at 
the same time. It pushes up house prices, making households feel wealthier, 
and allows them to finance more consumption. It creates more profits and jobs 
in the financial sector as well as in real estate brokerage and housing 
construction. And everything is safe, as safe as houses at least for a while.19 
 
 Easy credit has large, positive, immediate, and widely distributed 
benefits, whereas the costs lie in the future. The problem in the United States is 
that politicians found a way around regulatory structures, and eventually public 
support for housing credit was so widespread that few regulators, if any, dared 
to oppose it. But when easy money encouraged by a deep-pocketed 
government comes into contacts with the profit motive of a sophisticated and 
competitive financial sector, a deep fault line develops.20 
 
1.1.2. Subprime Lending and Securitization 
 
Almost since the phrase “The American Dream” was coined in the early 
1930s, it has been synonymous with homeownership. An aspiration that is not 
so widely present in other countries but that in the case of the US is something 
the vast majority of Americans aspire to. It represents upward mobility, 
opportunity, being a part of something that matters. So, not surprisingly, 
government policy in the US has long encouraged homeownership, with 
policies implemented with that aim having solid bipartisan support. Criticizing 
them was political heresy.21  
 
Two very important agents for the implementation of the housing related 
policies were two government-sponsored enterprises. The first of them was 
Fannie Mae, born during the Great Depression. In 1968, Fannie was split into 
two companies, one nicknamed Ginnie Mae (later called Freddie Mac). Fannie 
and Freddie did two things to fulfill their mandate of supporting housing finance: 
they bought mortgages that conformed to certain size limits and credit 
standards, therefore allowing the banks they bought from to go out and make 
                                                        
19
 Cfr. RAJAN Raghuram, op. cit. 84. 
20
 Cfr. Ibid. 32. 
21
 Cfr. MCLEAN Bethany, NOCERA Joe, All the Devils are Here: The Hidden History of the Financial Crisis, Portfolio 
Penguien, First Edition, New York, 2010, p. 29.  
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more mortgage loans. The agencies then packaged pools of loans together and 
issued mortgages backed securities22 23  
 
Later on, they also started borrowing directly from the market and 
investing in mortgage-backed securities underwritten by banks. Because the 
mortgages were sound, these were fairly safe and extremely profitable activities. 
But much of the profit came from their low cost of financing, coming from the 
implicit government guarantee24. All this let us to a surprising fact: it was the 
government, not Wall Street that first securitized modern mortgages.25  
 
The main problem for many potential homebuyers was the lack of cash 
available to accumulate the required down payment and closing cost to 
purchase a home. So during the Clinton administration, in an attempt to expand 
homeownership and the middle class, the idea was that the financial sector 
should find creative ways of getting people who could not afford homes into 
them, and the government would help or push wherever it could.26  
 
In 2000, the Clinton administration dramatically cut the minimum down 
payment required for a borrower to qualify for an FHA27 guarantee to 3 percent, 
increasing the maximum size of the mortgage it would guarantee, and reduced 
the premiums it charged borrowers for the guarantee. All these actions set the 
stage for a boom in low-income housing construction and lending.28 
 
According to the Wall Street Journal, total household debt in America 
doubled, from 7 trillion to 14 trillion between 2000 and 2007. Debt related to 
housing was responsible for 80 percent of that increase. In the following figure 
we can see the increase of exposure from government agencies to subprime 
and Alt-A29 lending. 
                                                        
22
 NB. A security is a general term for stocks, bonds, options, subscription rights, warrants and other tradable 
investments that confer a right to income or ownership. Commodities and foreign exchange are not included under this 
term. Also, the collateral that is pledged to secure a loan. 
23
 NB. This is a term used in Washington to refer to Fannie Mae and Freddie Mac. They were half government 
Enterprise, with the mandate from Congress to make housing more available to low and middle-income Americans, and 
half private enterprise; it had shareholders, a board of directors, and the structure of a typical corporation. 
24
 Cfr. RAJAN Raghuram, op. cit. 92. 
25
 Ibid. p.33 
26
 Id. 
27
 NB. The Federal Housing Administration (FHA) is a United States government agency created as part of the National 
Housing Act of 1934. It insured loans made by banks and other private lenders for home building and home buying. The 
goals of this organization are to improve housing standards and conditions, provide an adequate home financing system 
through insurance of mortgage loans, and to stabilize the mortgage market. 
28
 Cfr. RAJAN Raghuram, op. cit. 94. 
29
 NB. An Alt-A mortgage, short for Alternative A-paper, is a type of U.S. mortgage that, for various reasons, is 
considered riskier than A-paper, or "prime", and less risky than "subprime," the riskiest category 
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described at the time, it was a technology that in essence enables to convert a 
mortgage into a bond, and that is “security”.32 
 
Securitization allowed a bank to package its risky housing or credit card 
loans together and sell claims on the package in the financial market, according 
to the level of risk appetite. It allowed a bank to get the risky loans off its books. 
At the same time, it permitted long-term investors, such as pension funds and 
insurance companies, to take on a small portion of the risky claims that they, by 
virtue of having longer horizons and holding a diverse portfolio of other assets, 
could hold more easily than the bank. In theory, the risk was better spread 
across the financial system. Which in due time proved to rather make it 
alarmingly more risky and unstable.33 
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SUBPRIME MELTDOWN  
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Greed replaced fear, as it always does in a bubble. Here came into play 
another tool that proved to be, as Warren Buffet once said, “weapons of mass 
destruction”. These “weapons” are CDOs (collateralized debt obligations). 
CDOs, which had first been invented in the late 1980s but didn’t become wildly 
popular until the 2000s, were a kind of asset-backed securities on steroids. A 
CDO is a collection of just about anything that generates yield: bank loans, junk 
bonds, emerging market debt, etc. The higher the yield, the better. One 
                                                        
32
 Cfr. MCLEAN Bethany, NOCERA Joe, op. cit. 28. 
33
 Cfr. RAJAN Raghuram, Has Financial Development Made the World Riskier?, 
http://www.kc.frb.org/publicat/sympos/2005/pdf/rajan2005.pdf, p. 10, Access: August 30th 2011, 12:08. 
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astonishing fact is that the CDO managers didn’t always have to disclose what 
the securities contained because those contents could change. When done 
correctly they could give investors broad exposure to different kinds of fixed-
income assets at whatever level of risk they desired.34 
 
Initially, CDOs where backed by corporate loans, but latter they were 
backed by mortgage-backed securities. One of the main things that CDOs 
provided was a good credit rating, in this way, the CDO machinery became the 
buyer of an infinite supply of triple-Bs rated bonds and then repackage them 
into triple-A securities that everybody could then buy, banks and pension funds 
included.35  
 
Wall Street was both making the loans on which the subprime 
companies depended on and then buying up their mortgages and securitizing 
them. The Wall Street firms, in fact, were dictating what kind of mortgages they 
would buy and at what price. They wanted the riskiest subprime mortgages they 
could get their hands on, because those were the mortgages that generated the 
most yield. At the end, all this financial innovation lead to the collapse of one of 
the oldest investment bank’s in the US, the infamous Lehman Brothers.36 
 
1.1.3. The end of Lehman Brothers. 
 
Easy credit, as is typically the case, proved an extremely costly way to 
redistribute. Too many poor families, who should have never been persuaded to 
buy a house, have been evicted after losing their small savings and now are 
homeless. Too many houses have been built that will not be lived in and too 
many financial institutions have incurred enormous losses that the American 
taxpayer will have to absorb for years to come. These losses started when the 
housing market began a correction that many economists had predicted would 
happen sooner or later and that will be really nasty and severe.37 
 
Not far from the predictions of those experts, the correction in housing 
prices started, marking the beginning of an earthquake in the financial system. 
                                                        
34
 Cfr. MCLEAN Bethany, NOCERA Joe, op. cit. 182. 
35
 Cfr. LUCAS Douglas, Collateralized Debt Obligations and Credit Risk Transfer, 
http://www.usdrinc.com/downloads/Collateralized-Debt-Obligations.pdf, p. 7, Access: August 30th 2011, 12:31. 
36
 Cfr. CONNOR Kevin, Wall Street and the Making of the Subprime Disaster, 
http://showdowninamerica.org/files/wall_street_making_subprime_disaster.pdf, p. 6, Access: August 30th 2011, 13:11. 
37
 Cfr. RAJAN Raghuram, op. cit. 103. 
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CHART 1 
THE LAST DAYS OF LEHMAN BROTHERS 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Financial Times 
Made by: Germán Guerra Silva. 
 
Lehman displayed confusion and ambiguity about how to address the 
credit crisis that was spreading across Wall Street that year. The filing marked 
the largest bankruptcy in U.S. history, 46  and marked the beginning of the 
financial crisis that caused the Great Recession. On September 20th, 2008 a 
revised version of the Barclays agreement was approved by the US Bankruptcy 
Court. The following week, Nomura Holdings announced that it would acquire 
Lehman Brothers' franchise in the Asia-Pacific region, including Japan, Hong 
Kong and Australia, as well as Lehman Brothers' investment banking and 
equities businesses in Europe and the Middle East. The deal became effective 
on October 13th, 2008.47 
 
1.2. From International Financial Crisis to Global Economic Meltdown. 
1.2.1. Impact of the Financial Crisis on the Economy. 
 
                                                        
46
 MARKETWATCH, Lehman folds with record $613 billion debt, http://www.marketwatch.com/story/lehman-folds-with-
record-613-billion-debt?siteid=rss 
47
 NOMURA HOLDING, Nomura to close acquisition of Lehman Brothers' Europe and Middle East investment banking 
and equities businesses on October 13, http://www.nomuraholdings.com/news/nr/europe/20081006/20081006_a.html, 
Access: August 31st 2011, 09:24. 
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A dramatic turning point in the crisis was the American stock market 
drop after the Lehman collapse, followed by steep drops on exchanges in 
London, Paris, Frankfurt, Shanghai, Tokyo and other smaller financial centers. 
This spread was partly a function of the remarkable degree of interdependence 
between international stock markets. 48  
 
In a world in which traders can instantaneously track movements in 
markets halfway across the globe, investor sentiment can easily spill over from 
one exchange to the other. The stock market became the medium through 
which investors registered their growing aversion to risk, by dumping equities49 
for less risky assets.50 
 
FIGURE 4 
DOW JONES INDUSTRIAL AVERAGE FALL FROM  
MAY 2008 TO MARCH 2009 
 
 
 
 
 
 
 
 
 
 
Source: Financial Times Market Data 
Made by: Germán Guerra Silva 
 
 
The stock market decline got really ugly after the U.S’ Congress initially 
rejected a $700 billion bank bailout plan. The Monday after the Lehman 
collapse, approximately $1.2 trillion in market value was gone with the Dow 
Jones drooping nearly 778 points, in the biggest single-day point loss ever.51 
From that day on, the world stock markets started a downturn that will last till 
March 2009 when it hit its lowest point. 
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 Cfr. ROUBINI Nouriel, MIHM Stephen, Crisis Economics: A Crash Course in the Future of Finance, The Penguin 
Press, New York, First Edition, 2010, p. 153. 
49
 NB.  Equity is a stock or any other security representing an ownership  interest 
50
 Cfr. Id. 
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 CNN MONEY, Stocks crushed, http://money.cnn.com/2008/09/29/markets/markets_newyork/index.htm, Access: 
September 3rd 2011, 12:23 
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FIGURE 5 
DROP FROM OTHER WOLD STOCK INDEXES FROM  
MAY 2008 TO MARCH 2009 
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The U.S. economy is still the largest in the world, and it is hard for a 
downturn of this magnitude not to have a global impact. Moreover, global 
financial markets have become closely interlinked. When the bubble behind the 
mortgages securities popped, investors in the United States, Britain, France, 
and elsewhere simultaneously saw their portfolios go up in smoke. Invariable, 
they cut credit, stored cash, and triggered panic.52   
 
The crisis quickly became global, and not surprisingly, as nearly a 
quarter of U.S. mortgages had gone abroad. It was a classic case of contagion, 
in which the banking system served as the conduit for the US’ subprime virus. 
In the end, the United States also exported its recession. 53 
 
In October 2008, the economy of the United States was in freefall, 
poised to take down much of the world economy with it. This economy had 
stock market crashes, credit crunches, housing slumps, and inventory 
adjustments before. But not since the Great Depression had all of these come 
together. At that point, the US and the world were faced with both a financial 
crisis and an economic crisis. 54 
 
                                                        
52
 ROUBINI Nouriel, Crisis Economics: A Crash Course in the Future of Finance, op. cit.151. 
53
 Cfr. POUNDER Laurie, THOMAS Charles, Foreign Exposure to Asset-Backed Securities of U.S. Origin, 
http://www.federalreserve.gov/pubs/ifdp/2008/939/ifdp939.pdf, p. 25, Access: September 3rd 2011, 15:23. 
54
 Cfr. STIGLITZ Joseph, Freefall: America, Free Markets, and the Sinking of the World Economy, op. cit. 35. 
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The economic crisis had several components: there was an unfolding 
residential real estate crisis, followed not long after by problems in commercial 
real estate. Demand fell, as households saw the value of their houses (and, if 
they owned shares, the value of those as well) collapse and their ability and 
willingness to borrow diminished. There was an inventory cycle, as credit 
markets froze and demand fell, companies reduced their inventories as quickly 
as possible.  There was also the collapse of American manufacturing.55 
 
What overseas investors called the “Lehman Shock” spread fear 
throughout global money markets, curtailing lending and eventually hitting 
global trade. When the U.S. fell in a severe recession, the effects echoed 
around the world, in countries as various as Mexico, Canada, China, Japan, 
Thailand, and the Philippines. China was particularly at risk, as much of its 
recent growth had depended on exports to the United States. Thousands of 
Chinese factories closed, and employees returned from urban to rural areas, 
casualties of a collapse half a world away. 56 
 
Global trade came close to a standstill. The collapse of global trade that 
began with the U.S. recession and intensified with the demise of Lehman 
Brothers was unprecedented: only the Great Depression can compare. At the 
peak of the crisis in early 2009, exports fell, on a year-over-year basis, by 30 
percent in China and Germany, and by 37 or even 45 percent in Singapore and 
Japan. All these countries but China slipped into a severe recession, and even 
China saw a dramatic collapse in its annual economic growth from 13 percent to 
approximately 8 percent, below the level of what’s considered sustainable in 
that country.57 
 
Finally, the crisis spread along paths taken not only by goods but by 
people too. As the United States plunged into recession, migrant workers 
stopped sending money back to their home countries: Mexico, Nicaragua, 
Guatemala, Colombia, Ecuador and the Philippines, to name a few gained 
regular work during the housing booms, not only in the United States, but in 
Spain and Dubai, and when these booms became busts, remittances back 
                                                        
55
 Cfr. Ibid., 26. 
56
 ROUBINI Nouriel, Crisis Economics: A Crash Course in the Future of Finance, op. cit. 152 
57
 Ibid., 160. 
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1.2.2. Initial Political Response to the 
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When the subprime mortgage crisis started to break down the banking 
system, and the risk of the financial system being frozen and the real economy 
paralyzed became all too real, Governments had to come to the rescue with 
very controversial bail-outs of several financial institutions and other companies 
outside the financial system. Direct government interventions took place in 
many develop countries. 
 
By mid-October 2008, several Heads of State and Government were 
looking for a solution to save the world banking system. Gordon Brown, the 
British Prime Minister, announced that he would nationalize some of the biggest 
banks in Britain. The French President arrived to the conclusion that it will be 
necessary a massive aide to the French banking system. He authorized the 
disbursement of 360 million euros in aide credits. The crisis was quickly 
crossing borders.61  
 
In the case of the US, one of the main actions taken in order to stabilize 
the financial system was the TARP (Troubled Assets Relief) Program proposal 
designed by Treasury Secretary Hank Paulson and the NY Federal Reserve 
President Timothy Geithner. 
 
The plan aimed to use $700 billion of U.S. taxpayer assets to stabilize 
markets. It also proposed a plan to buy troubled and difficult-to-value assets 
from the country's largest financial firms, value them, and resell them, in the 
hopes of restoring confidence in credit markets. Later, on November 12, 
Paulson will abandon the element of the plan aimed at buying toxic assets, 
focusing the remainder of the TARP assets on recapitalizing financial firms.62 
 
 
 
 
 
 
 
                                                        
61
 Cfr. PASTRÉ Olivier, SYLVESTRE Jean-Mark, They lie to us: Truths and Myths about the Crisis, Fayard, Paris, 2011, 
p. 35 
62
 Cfr. COUNCIL OF FOREIGN RELATIONS, Timeline: Global Economy in Crisis, 
http://www.cfr.org/economics/timeline-global-economy-crisis/p18709, Access: September 6th 2011, 17:39. 
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FIGURE 7 
GOVERNMENT INTERVENTION AT BANKS 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Bloomberg 
Made by: Germán Guerra Silva, Financial Times Limited 
 
Among the biggest bailouts in the U.S we can find the one to JP Morgan 
with $25bn with preference shares and warrants63, Citigroup with $45bn also via 
preference shares and warrants. The biggest U.S’ block in the graph represents 
the bailout of AIG for $40bn with preference shares. The grand total in bailouts 
for the U.S. is around $300bn. In the case of Germany the biggest bail-out 
corresponds to Commerzbank for $10bn with a bail-out total of a little bit more 
than $40bn. Next we have the Netherlands with $20bn, Britain with $14bn, 
Belgium with around $14bn too, France with $11.3bn, Ireland with $4bn, 
Switzerland with $5.4bn and Luxembourg with $3.3bn. All these countries 
combined had to spend around $412bn of taxpayer money.64 
 
Governments around the world committed over $512bn of the global 
economic stimulus to green projects, with 22 per cent spent in 2009, HSBC 
estimates. In this way, on February 17th 2009, during a wave of global spending 
on fiscal stimulus, President Barack Obama signed a $787 billion stimulus 
package into law. The bill aims to boost vital sectors of the U.S. economy, 
including energy and health care. It won praise from some economists, who 
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 NB. A warrant is a security that entitles the holder to buy the underlying stock of the issuing company at a fixed 
exercise price until the expiry date. 
64
 Cfr. FINANCIAL TIMES, Government bail-outs, http://www.ft.com/intl/cms/s/0/251d855a-8ef7-11dd-946c-
0000779fd18c.html#axzz1Wwj554gx, Access: September 6th 2011, 12:38. 
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applauded Obama's recognition of the urgency of the moment, while others 
criticize the bill for inefficiencies.65  
 
Another measure taken by the then new government of Obama, was the 
program designed by the new Treasury Secretary Timothy Geithner, "Public-
Private Investment Program," intended to facilitate private-sector investment in 
troubled assets, and the "Term Asset-Backed Securities Lending Facility," or 
TALF, designed to free up credit to consumers and small businesses.66 
 
IMAGE 3 
THE US TREASURY PICKING UP TOXIC ASSETS 
 
Source: The Financial Times. 
Made by: Ingram Pinn. 
 
Another measures governments took to prevent a more severe downturn 
in their economies where protectionism and new mercantilism67: strikes against 
the use of foreign workers in the UK; French carmakers told to buy domestic 
components and not close factories in France; a minister in Spain urging 
consumers to buy Spanish, the U.S. with its “buy American provisions” in its 
economic stimulus package, limitations to imports and the encouragement of 
buying national products in developing and emerging economies. All this shows 
that protectionism was raising by the day during 2009. But as many scholars 
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 Cfr. FINANCIAL TIMES, The greenest bail-out?, http://www.ft.com/intl/cms/s/0/cc207678-0738-11de-9294-
000077b07658.html#axzz1Wwj554gx, Access: September 6th 15:17. 
66
 Cfr. COUNCIL OF FOREIGN RELATIONS, Timeline: Global Economy in Crisis, op. cit. 
67NB. New mercantilism is the economic theory and practice that promoted government regulation of a nation’s 
economy for the purpose of augmenting state power at the expense of rival national powers 
 and some government officials have said: 
way of turning recession into depression
 
The global economic downturn
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that companies had to investment to become more competitive. 
awarded $17.4bn in loans to General Motors and Chrysler from TARP.
 
GLOBAL AUTOMOTIVE INDUSTRY BAIL
 
Source: Financial Times.
Made by: Germán Guerra Silva.
 
The measures implemented by governments
Great Recession from turning into another Great Depression.
whether the cure will turn out to be worse than the disease is something that 
only time will tell.  
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1.2.3. Regulation of the Financial System. 
 
During the worst moment of the financial crisis, the Heads of State of 
many countries blamed the financial institutions of being reckless. They all 
demanded a strengthening of regulations and guarantees for a good 
performance of the financial system70. Moreover, there is recognition among 
international regulators that it is in their best interest to create a strong financial 
framework with international cooperation and not a regulatory race to the 
bottom with the intention of making more competitive the different financial 
centers of the world.71 
 
It is no accident that some countries have done better than others in this 
crisis. Some countries (such as Canada and Australia) had better financial 
regulation. Sometimes these regulations prevented bubbles from forming. It is 
remarkable that so long after the bubble broke, so long after the crisis began, 
reforming the global financial system is still a work in progress.72  
 
There are several plans for global financial regulatory reform in 
advanced economies, from the US, the Eurozone and some other major 
financial centers around the world. The Basel Committee, which is made up of 
central bankers and regulators from 27 countries, is the main body responsible 
for laying down global rules for bank governance. 
 
 But several countries have looked to impose their own restrictions on 
the financial system, with differences over areas such as short-selling, bonuses, 
derivatives and consumer protection. The main aspects the Basel Committee 
(under Basel III) and individual countries tried to regulated better are:73 
 
 
 
 
 
 
                                                        
70
 Cfr. PASTRÉ Olivier, SYLVESTRE Jean-Mark, They lie to us: Truths and Myths about the Crisis, op. cit. 36. 
71
 Cfr. FRANK Barney, We are on course to stop a new financial crisis, http://www.ft.com/intl/cms/s/0/52b9651e-b3cb-
11e0-855b-00144feabdc0.html#axzz1Wwj554gx, Access: September 7th 2011, 10:46. 
72
 Cfr. STIGLITZ Joseph, Freefall: America, Free Markets, and the Sinking of the World Economy, op. cit. 136 
73
 FINANCIAL TIMES, Reforming the Global Financial System, http://www.ft.com/intl/cms/s/0/f58d854e-82db-11df-b7ad-
00144feabdc0.html#axzz1Wwj554gx, Access: September 7th 2011: 14:21. 
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Made by: Germán Guerra Silva.
 
In the case of the European Union, the Parliament, Council and 
Commission are responsible for drawing up legislation to cover financial 
institutions; supervision remains a member sta
its financial framework can be broadly categorized into those institutions that 
regulate and supervise banks, insurance, commodities and securities.
United States has a complex regulatory framework, with federal and state 
institutions sharing regulatory r
for Wall Street since it is the main financial center in the world.
 
Thus, during the first months of 2009, the Obama Administration 
presented a proposal to tighten regulation on specific aspects of 
markets. The resulting bill was signed into law by President Obama on July 21
2010.The regulatory reform bill, officially called the Dodd
Reform and Consumer Protection Act, 
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of financial regulation since the 1930s. 75  The Bill aims to allow financial 
institutions to perform the vital function of accumulating capital and making it 
available to the productive elements of society, while minimizing the likelihood 
of irresponsible practices that contribute little to productive economic activity. 
Each of the Bill’s provisions recognized an important principle:76   
 
1.  A stronger and independent financial product safety commission (called the 
Consumer Financial Protection Bureau) to protect ordinary Americans against  
abuses in the financial industry. It requires lenders to retain some risk. It also 
extends regulation over a host of entities that are unregulated at the federal 
level, including mortgage lenders. 
 
2.  A systemic regulator who sees the system as a whole in the form of a 
council that has the power to make recommendations to the Fed. 77 
 
3. Controls on excessive risk-taking, since the act forces lenders to take 
responsibility, and make risks transparent. This discourages inappropriate risks, 
and requires the private sector (not taxpayers) to provide funds, in the form of 
more capital against retained risk, to cover liabilities. 
4.  Controls on derivatives since it gives the government powers to force more 
secretly traded derivatives into transparent markets.78 
5.  The government obtains more authority to deal with failing banks. It actually 
prohibits any federal official from spending money to keep a failing institution 
alive. The law stipulates that any funds spent to minimize the harm caused by 
the death of an institution are recovered by a levy on other large institutions 
without cost to taxpayers.79 
 
But even as Barack Obama’s administration celebrates the anniversary 
of the act (on July 2011) and Republicans lament it, plenty of economists, 
officials and congressional aides think the reforms have not shaken up Wall 
Street enough, and that both parties exaggerate its impact Although, the 
stagnant economy has changed the mood in the US. There is a real question as 
to whether, more than three years after the height of the crisis, the pendulum of 
regulation is already swinging back. Some bankers say they are hopeful that 
officials might be starting to loose regulations with an eye on the anemic 
recovery. Those who favor reform are worried about the very same dynamic. 80 
 
 
                                                        
75
 Cfr. COUNCIL OF FOREIGN RELATIONS, Timeline: Global Economy in Crisis, op. cit. 
76
 Cfr. FRANK Barney, We are on course to stop a new financial crisis, op. cit. 
77
 Cfr. STIGLITZ Joseph, Freefall: America, Free Markets, and the Sinking of the World Economy, op. cit. pp.136-137 
78
 Cfr. Id. 
79
 Cfr. Id. 
80
 BRAITHWAITE Tom, VAN DUYN Aline, Regulatory reform: A disappearing act?,  
http://www.ft.com/intl/cms/s/0/9c61755a-b2c0-11e0-bc28-00144feabdc0.html#axzz1Wwj554gx, Access: September 7th 
2011, 21:42. 
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1.3. Global Imbalances and the Second Great Contraction. 
1.3.1. The Great Recession vs. The Great Depression. 
 
The current financial and economic downturn has been said to be the 
worst since the Great Depression. Many scholars, politicians and business 
people use the term “Great Recession” to refer to the 2008-09 recession. Both 
of these dramatic and costly economic crises came from the interaction of 
economic imbalances in the world economy and the ruling ideology of financial 
decision makers who confronted these imbalances. There are certain 
similarities but, in many ways, the two crises are fundamentally different. 81 
 
Financial crisis tend to be very damaging since most economies, even 
relatively poor ones, depend on the financial sector to channel money from 
savers to investment projects around the economy. If a crisis paralyzes the 
banking system, it is very difficult for an economy to resume normal economic 
activity. Ben Bernanke famously argued that bank collapse was an important 
reason for why the Great Depression of the 1930s lasted so long and hit so 
hard.82  
 
So, financial crises, particularly those that are large and difficult to 
resolve, can have profound effects. This strong connection between financial 
markets and real economic activity, particularly when financial markets cease to 
function, is what has made the Great Depression and the Great Recession such 
spectacular historic events. Consider, in contrast, the collapse of the tech stock 
bubble in 2001. Although technology stocks collapsed, the effect on the real 
economy was only the relatively mild recession of 2001. Bubbles are far more 
dangerous when they are fueled by debt, as in the case of the global housing 
price explosion of the early 2000s.83 
 
The 1929 crisis was caused by a frenzy housing and stock market boom, 
joined by a speculative crisis over commodities. These caused a monetary 
crisis due to the soring gold prices since gold served as benchmark and 
guaranteed the value of the dollar. This crisis asphyxiated the banking system 
and then the industrial activities. It hit the U.S. and later on it contaminated the 
                                                        
81
 Cfr. NATIONAL BUREAU OF ECONOMIC RESEARCH, The Great Recession and The Great Depression, 
http://www.nber.org/papers/w15645.pdf?new_window=1, p. 4, Access: September 13th 2011, 14:56. 
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 REINHART Carmen, ROGOFF Kenneth, This Time is Different: Eight Centuries of Financial Folly, Princeton 
University Press, First Edition, 2009, p. 45. 
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different regions of the developed world: Continental Europe, Britain and Japan. 
At that time, the rest of the world didn’t count.84 
 
The main causes of both crises lie in actions of the U.S. federal 
government. In the case of the Great Depression, the Federal Reserve, after 
keeping interest rates artificially low in the 1920s, raised interest rates in 1929 
to stop the resulting boom. That helped to halt investment. Also, President 
Hoover signed into law the sky-high Smoot-Hawley Tariff, which asphyxiated 
trade and damaged American exports throughout the 1930s.85 
 
The seeds of the Great Recession in contrast were planted, as already 
explained, when the government in the 1990s began pushing homeownership, 
even for uncreditworthy people, in huge numbers. Mortgage-backed securities 
built on suspicious mortgage loans became “toxic” when the housing market 
took a downturn, and many American banks verged on collapse. Both crises 
saw banking failures, although catastrophic collapses of more financial 
institutions in the Great Recession were stopped, thus saving the world financial 
system, thanks to the convenient intervention of the Federal Reserve and the 
Treasury of the U.S. through the TARP program.86 
 
The main measures undertaken that stopped the current recession87 
from becoming a depression88 were: 
 
1.  Unemployment insurance, Social Security payments and larger government 
at the federal, state and local levels keep money flowing into the economy even 
as consumers and businesses pull back on their own spending.89 
 
2. The $787 billion stimulus bill passed by Congress in February 2009 
encouraged more economic activity and saved about 8.5m jobs.90  
 
3.  In addition, the Federal Reserve, led by Great Depression expert Ben 
Bernanke, has pumped trillions of dollars into the economy with new lending 
                                                        
84
 Cfr. PASTRÉ Olivier, SYLVESTRE Jean-Mark, op. cit. 16. 
85
 Cfr. THE FREEMAN, Comparing the Great Depression to the Great Recession, 
http://www.thefreemanonline.org/columns/our-economic-past/comparing-the-great-depression-to-the-great-recession/, 
Access: September 13th 2011, 17:19. 
86
 Cfr. Id. 
87
 NB. A recession is defined as a marked slowdown in economic activity, more strictly defined (in many countries) as at 
least two consecutive quarters of declining GDP. 
88
 NB. A depression is defined as a prolonged severe drop in economic output accompanied by sustained deflation. 
89
 CNN MONEY, The Great Recession, 
http://money.cnn.com/2009/03/25/news/economy/depression_comparisons/index.htm, Access: September 14th 2011, 
09:37. 
90
 Cfr. RATTNER Steven, The 2012 rivals can be named: Hayek v Keynes, http://www.ft.com/intl/cms/s/0/0cebaa1a-
dd47-11e0-b4f2-00144feabdc0.html#axzz1XkvDLDsg, Access: September 14th 2011, 10:58. 
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programs the central bank has never tried before. That has increased the 
supply of money. By contrast, the money supply tightened during the Great 
Depression. 
 
4.  There were many other policy mistakes made in the 1930s that were not 
repeated during the 2008-09 recession, including stiff tariffs that killed 
international trade and government imposed limits on prices and production 
levels.91 
 
The main differences between today's crisis and the Great Depression is 
that the deflationary pressure is less than a third of what it was in the 1930s and 
policymakers today reacted much more swiftly and more appropriately than they 
did after 1929. Those who think the government should have done nothing, as 
all the Republican challengers to varying degrees now argue (2011), risked 
turning the current downturn into another Great Depression.92 
 
CHART 3 
COMPARISONS BETWEEN THE GREAT RECESSION AND THE GREAT 
DEPRESSION 
 
The Great Depression The "Great Recession" 
Bank failures 9,096 – 50% of banks (Jan. 1930 – March 1933) 
57 – 0.6% of banks (Dec. 2007 – May 
2009) 
Unemployment rate 25% 8,50% 
Economic decline -26.5%  (1929 - 1933) -3,3% (Second quarter 2008 - first quarter 2009) 
Biggest decline in Dow 
Jones industrial average 
-89.2%  (Sept. 3, 1929 – July 8, 
1932) -53.8% (Oct. 9, 2007- March 9, 2009) 
Change in prices -25% (1929 – 1933) +0.5% (Dec. 2007-March 2009) 
Emergency spending 
programs 
1.5% of GDP for 1 year (Increase in 
1934 budget deficit) 
2.5% of GDP for 2 years (2009 
American Reinvestment and Recovery 
Act) 
States’ response Raise taxes, cut spending 
Federal stimulus plan gives fiscal relief 
to states and the unemployed and 
increases government expending  
Increase in money 
supply by Federal 
Reserve 
17%  (1933) 125% (September 2008 – May 2009) 
 
Source: CNN Money. 
Made by: Germán Guerra Silva. 
 
But what it is very important to notice is that the current crisis is, in 
certain ways, much more serious than the crisis of 1929 (although it is not as far 
as the macroeconomic indicators are concerned, till the moment of writing at 
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 Cfr. CNN MONEY, The Great Recession, op. cit. 
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 Cfr. FORBES, The Great Depression And The Great Recession, http://www.forbes.com/2009/10/29/depression-
recession-gdp-imf-milton-friedman-opinions-columnists-bruce-bartlett.html, Access: September 14th 2011, 16:23. 
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least). Indeed, it is the first economic crisis in history that hits the whole world at 
the same time. Even worse, it marks a structural rapture, which means that it 
has unleashed a new world balance, with new relations of political and 
economic power. It becomes more and more evident a possible shift to the East 
of the power and decision centers, which so far, made the fortune, prosperity 
and glory of the West.93 
 
Finally, there are two lessons to be drawn from this comparison. The first 
is that the open American and western economy is prone to collapse every 
once in a while. Favorable conditions, such as a vigorous post-war expansion, 
can eliminate “great” economic contractions for a generation or so, but 
American exuberance appears to aggravate under these conditions. As the 
memory of past economic difficulties fades, economic and political pressure for 
change fades too. International economic imbalances are tolerated until they 
correct themselves, often very painfully.94 
 
1.3.2. Global Imbalances prior to the 2008-09 Recession. 
 
If you were to ask people what caused the financial and economic crisis 
of 2008-09, most are likely to answer it was some mix of greed and 
incompetence. Bank bosses have been castigated for fee-seeking excess, 
reckless lending and failure to notice the risks to their institutions. Regulators 
have been accused of sleeping on watch. Central bankers once applauded for 
mastering inflation and the business cycle are no longer praised.95 
  
Few among the public would be likely to pin the blame on “global 
imbalances”. The damage done to the financial system by lax controls, rotten 
incentives and passive regulation is a common truth. Yet underlying the whole 
mess was the deeper problem of imbalances. A growing number of 
policymakers and academics believe that these lay at the root of the financial 
crisis.96 But what are these economic imbalances? Well, essentially they are 
related to how much a country saves. This figure is made up of 3 elements: 
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 Cfr. PASTRÉ Olivier, SYLVESTRE Jean-Mark, op. cit. 17. 
94
 Cfr. NATIONAL BUREAU OF ECONOMIC RESEARCH, The Great Recession and The Great Depression, op. cit.16. 
95
 Cfr. THE ECONOMIST,When a flow becomes a flood, http://www.economist.com/node/12972083, Access: 
September 14th 2011, 15:10. 
96
 Cfr. Id. 
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what people save from their incomes, what firms save from their profits and 
what governments can save if they spend less than they take in taxes.97 
 
 The pattern of saving differs widely between countries. There is a very 
significant region of the world economy, with a permanent tendency to save 
excessively and then lend this money abroad. The original case of this was 
Japan but now it has being joined by Germany, Scandinavia, Belgium and also 
by China and the so-called Asian Tigers.98 These countries amount a large part 
of the world economy that is saving heavily.  
 
For the East Asian countries including China there is another dimension: 
they’ve built up vast reserves of foreign currency partly to protect themselves 
from a financial crisis, like the one they endure in the 1990s, and partly as a 
side effect of trying to stay competitive by keeping the value of their own 
currencies relatively low.99  
 
                                                   FIGURE 9 
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Source: The Economist 
Made by: The Economist 
 
So there was a vast pot of savings and Asian currencies reserves 
needing to be invested. Here it is important to notice that these countries 
needed to acquire reliable stores of value that can be sold easily when trouble 
strikes. This idea has been developed by Ricardo Caballero of the 
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 Cfr. BBC, Analysis of the Global Imbalances, 
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 Cfr. International Monetary Fund, The Global Economic Outlook and Risks from Global Imbalances, 
http://www.imf.org/external/np/speeches/2005/093005.htm, Access: September 14th 17:05. 
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 Cfr. BBC, Analysis of the Global Imbalances, op. cit. 
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put the underlying problem right in this version of events Chinese and others 
need to save less while Americans need to save more. American households 
are indeed saving more and repaying debt. The savings rate in the U.S. has 
gone up from 0 to 4%. But in order to balance the world economy it has to go 
up at least to 7 to 10% for a number of years.102  
 
The other side of the imbalance is the high rate of savings in East Asia, 
and most notably China. This country sells much more to the U.S. than it buys 
from the United States. This trade imbalance is seeing as American jobs loss to 
China. But for many that is just a symptom of the fundamental problem which is 
that the deep causes of the latest financial crisis lie in global imbalances, mainly, 
America’s huge current-account103 deficit and China’s huge surplus.104 
 
US officials say it is now clear the rest of the world cannot rely on debt-
fuelled US consumption to power global growth, and other sources of domestic 
demand need to be built up, particularly, but not exclusively, in emerging Asia. 
In this way, part of the long-run solution will involve further shifts away from the 
apparently perverse model in which poor but fast-growing countries finance 
current consumption in rich countries in return for claims on their future output. 
 
America, Britain and other deficit countries have drowned themselves in 
cheap credit from abroad. Because the structural forces behind the global 
saving excess are unlikely to stop quickly, there is a real risk that the dangerous 
imbalances will persist: global imbalances could widen again as the recovery 
takes hold, with countries reverting to their old economic models: consumption-
led in the US with America’s public sector as the new consumer of last resort, 
and export-led in China, Japan and Germany.105 
 
The G20 countries are trying to identify the very deep roots of the 
current problems to reduce the risk of a repeat and correct these imbalances. 
But sadly an unbalance global economy is one of the hardest problems to fix.  
 
 
                                                        
102 Cfr. International Monetary Fund, The Global Economic Outlook and Risks from Global Imbalances, op. cit. 
103
 NB. The current account balance is the difference between a country's savings and its investment. 
104
 Cfr. THE ECONOMIST, When a flow becomes a flood, op. cit. 
105Cfr. BLOOMBERG BUSINESSWEEK, IMF’s Zhu Warns Global Imbalances May Worsen on Chinese Exports, 
http://www.businessweek.com/news/2011-01-27/imf-s-zhu-warns-global-imbalances-may-worsen-on-chinese-
exports.html, Access: September 10th 2011, 19:28. 
 1.3.3. The Second Great Contraction.
 
Until this part,
“Great Recession” due to its severity. But maybe that is not an accurate term at 
all and even might be misleading. 
impression that the economy is following the lines of a typical recession, only 
more severe. Moreover
of the day, this is just a deep recession that can be subdued by a generous 
helping of conventional policy tools, whether fiscal policy or massive bailouts.
 
But by far the main problem is that the global economy is badly 
overleveraged, and there is no quick escape without a 
from creditors to d
private sectors have huge debt bur
normalization of po
typically very slow. It is better to think of the global economy as going through a 
“Second Great Contraction” 
Depression being the first as emphasized by Anna Schwarz and the late Milton 
Friedman) involving credit and housing, and not just output and 
unemployment.107 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
    
 
 
 
 
Source: Federal Reserve.
Made by: Germán Guerra Silva.
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Carmen Reinhart and Kenneth Rogoff from Harvard University proposed 
this name in their 2009 book This Time is Different, based on their diagnosis of 
the crisis as a typical deep financial crisis, not a typical deep recession. But, 
why so much importance to semantics? Because only by determining the true 
nature of the sickness the right medicine can be prescribed. 
 
In a conventional recession, the resumption of growth implies a 
reasonably abrupt return to normalcy. The economy not only regains its lost 
ground, but, within a year, it typically catches up to its rising long-run trend. The 
aftermath of a typical deep financial crisis is something completely different. 
Broadly speaking, financial crisis are prolonged affairs. More often than not, the 
aftermath of severe financial crisis share 3 characteristics:108 
 
-  First, asset market collapses are deep and prolonged. 
 
-  Second, the aftermath of banking crises is associated with profound declines 
in output and employment. With the duration of the downturn averaging roughly 
2 years, is considerably shorter than that of the unemployment that normally 
persist very high for about 4 years109 
 
-  Third, the value of government debt tends to explode. The main cause of debt 
explosions is not the widely cited costs of bailing out and recapitalizing the 
banking system. Admittedly, bailout costs are difficult to measure. In fact, the 
biggest driver of debt increases is the inevitable collapse in tax revenues that 
governments suffer in the wake of deep and prolonged output contractions and 
stimulus spending.110  
 
 
But Great Contractions, as opposed to recessions, are very infrequent 
events, taking place perhaps once every 70 or 80 years. Also, History suggests 
that recessions are often renamed when the smoke clears. Perhaps today the 
smoke will clear a bit faster if we stop using the “Great Recession” label 
immediately and replace it with something more appropriate, like “Great 
Contraction.”111 
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 Cfr. PROJECT SYNDICATE, The Second Great Contraction, op. cit. 
109Cfr. REINHART Carmen, ROGOFF Kenneth, This Time is Different: Eight Centuries of Financial Folly, op. cit. 224 
110Cfr. Id. 
111Cfr. ROGOFF Kenneth, The bullets yet to be fired to stop the crisis, op. cit. 
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The wrong interpretation of the crisis has made that t
policymakers counted on rapid post
decisions on how to deal with badly overstretched private and public balance 
sheets, whether household debts in the US or sovereign debts in the periphery 
of Europe. Time and aga
burst, did not last.112
 
If policymakers can at least get the diagnosis right, it would be a major 
step on the road to recovery. After a lo
policymakers options are
critical moment, leaders 
Contraction, not a large but otherwise conventional recession.
 
Many ask whether high
“double dip” recession
end. For all intents and purposes, most European and US economies have 
never fully exited the downturn, with output per capita still below its pre
peak.  The question 
“contraction” might become.
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 DEBT AND THE SITUATION OF THE POLITICAL CLASS
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But if we take the world as a whole, thanks to the help of the emerging 
markets’ growth, the increase in output looks better with the world growing 
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scandalous inequality. This situation is proving to be strong evidence of the rise 
of a new Third World, and making more and more evident the long spoken 
demise of the West. 
 
2.1.  The Political Response to the U.S. Fiscal and Monetary Situation.  
2.1.1. The U.S. Federal Reserve and its Contra-Cyclical Monetary Policy. 
 
The Federal Reserve System (also known as the Federal Reserve, and 
informally as the Fed) is the central banking system of the United States. It was 
created in 1913 with the enactment of the Federal Reserve Act, largely in 
response to a series of financial panics, particularly a severe panic in 1907.116 
Over time, the roles and responsibilities of the Federal Reserve System have 
expanded and its structure has evolved. Events such as the Great Depression 
were major factors leading to changes in the system. Its duties today, according 
to official Federal Reserve documentation, are to conduct the nation's monetary 
policy, supervise and regulate banking institutions, and guarantying price 
stability and full employment.117 
 
The role of the Fed, in actions taken or omitted that helped trigger the 
recent financial crisis, are as controversial as the actions this institution has 
taken to face it. With the benefit of hindsight, it appears that the Federal 
Reserve made two mistakes that helped inflate the housing bubble. First, the 
jobless recovery from the recession of 2001 persuaded the Fed to keep interest 
rates extremely low for a sustained period. Second, the Fed actively 
encouraged the financial markets to believe it would follow an asymmetric 
policy: it would not act against a potential unsustainable rise in asset prices, but 
it would remain ready to pick up the pieces if a bubble burst.118  
 
The markets arrived at that conclusion after Alan Greenspan, the now 
infamous President of the Federal Reserve from 1987 to 2006, during a speech 
in 2002, argued that although the Federal Reserve could not recognize or 
prevent an asset-price boom, it could “mitigate the fallout when it occurs and, 
hopefully, ease the transition to the next expansion”. In other worlds, the Fed 
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In fact, a detailed study published in the Federal Reserve Bank of St. 
Louis Review in 2008 presents evidence that “monetary policy has significant 
effects on housing i
designed to face the perceived risks of deflation in 2002
to a boom in the housing market in 2004 and 2005.”
 
                  
                
                      
Source: U.S. Federal Reserve.
Made by: Germán Guerra Silva.
 
So, after the dot
the recent experience of Japan, which had faced prolonged 
slow growth in the 1990s as a result of the collapse of its real estate bubble. But 
this concern was misplaced: unlike Japan, the United States in 2001 had not 
experienced a debt crisis, only a meltdown of the overvalued tech stocks. A 
debt crisis could have caused a downward spiral of bankruptcies, job losses, 
and fire sales that might have triggered a deflation.
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By mid-2003, almost every measure of economic activity other than 
inflation and employment was picking up strongly. With the Fed’ low interest 
rates, it was adding stimulus to a world economy that was growing strongly, with 
jobs being created elsewhere but not in the United States. If the Federal 
Reserve, the world’s central banker in all but name, had been focused on 
sustainable world growth, it should have been tightening monetary policy by 
raising interest rates. But its mandate covered only the United States.124 
 
The Federal Reserve had become, in the opinion of some, the fourth 
branch of government, nearly equal in power to the executive, legislative, and 
judicial branches, though still subject to their constitutional authority if they 
chose to assert it. So, for those who believe the Federal Reserve is too 
independent, the notion that it is subject to political pressure may seem 
unthinkable. Yet, as Fed governors125 admit in private, pressure is applied all 
the time by Congress. Powerful politicians, in off-the-record conversations with 
Fed governors, frequently make disguised and not-so-disguised threats to 
scrutinize Federal Reserve activities and reduce its independence unless the 
Fed complies with their wishes. Ironically, the Federal Reserve’s desire to 
remain independent is the tool with which Congress makes it compliant. 126 
 
So, by 2006, Alan Greenspan was gone and the man to take over the 
Federal Reserve was a Princeton University professor who spent his entire 
economic career studying the causes of the Great Depression and the mistakes 
made by policy makers in handling it. About a year and a half after getting the 
job of “Central Banker of the World” he would have to face what almost 
becomes a Second Great Depression. At the beginning of October 2008, after 
some of the toughest weeks of the Great Panic, the lines in Ben Bernanke’s 
face and the circles under his eyes offered evidence of more than a year of 
seven-day weeks and conference calls that stretched past midnight.127 
 
The subprime mortgage mess was made in America, and that meant the 
U.S. government was forced to lead the cleanup. Ben Bernanke had more 
immediate power to do that than any other individual. The president of the 
United States can respond instantly to a missile attack with real bullets but he 
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 NB. They are the heads of the 12 regional Federal Reserve Banks located across the U.S. 
126
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cannot respond instantly to financial panic with real money without the prior 
approval of Congress. But Bernanke could and did. The Federal Reserve was 
the first responder to the financial crisis. It acted as quickly and forcefully as its 
leaders could manage in order to prevent the U.S. and the global economy from 
plunging into the abyss. 128  
 
As the crisis worsened, central bankers around the globe cut interest 
rates, and by late 2008 and 2009 the Federal Reserve, the Bank of England, 
the Bank of Japan, the Swiss National Bank, the Bank of Israel, the Bank of 
Canada, and even the European Central Bank had pushed interest rates close 
to zero. In the case of the U.S it has remained in around 0.25% for 3 years. 
Compared to previous financial crises, this exercise of monetary policy was 
remarkably swift and partially coordinated. But the collective cuts did little to 
stimulate loans, much less consumption, investment, or capital expenditures, as 
market rates remained very high given the fear and uncertainty in banks, 
households, and firms. Nor did these cuts arrest the slide toward deflation. 
Conventional monetary policy ceased to have a great impact over the 
markets.129  
 
The Fed could inject plenty of liquidity into the banks, but it could not 
make banks lend it out. If they did anything with their excess reserves, they put 
them into the closest thing to cash: risk-free government debt. So while the Fed 
was willing to lend money at low rates, the actual market rates at which banks 
lent to one another—the LIBOR130—remained very high. Worse, because the 
rates of many other kinds of short-term loans and of variable-rate mortgages 
are pegged in part to the LIBOR, borrowing remained very high for private firms 
and individuals.131  
 
When the crisis hit, Bernanke instituted a series of measures, aimed at 
cutting the spreads between the short-term—and subsequently, the long-term—
rates set by the market and the short-term rates set by policy makers. To 
accomplish this, the Fed set up a series of new “liquidity” facilities that made 
low-cost loans available to anyone who needed them. In effect, the government 
jumped directly into the market, reaching far beyond the usual mechanisms of 
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injecting liquidity and made loans directly to ailing financial institutions. The 
Federal Reserve and other central banks that instituted comparable programs 
had become not only the quintessential lender of “last resort” but first, last, and 
only resort and even adopted a new role: as investor of last resort. These 
interventions had little or no precedent in the history of central banking. They 
amounted to a massive expansion of government support of the financial 
system.132  
 
          FIGURE 17 
                FEDERAL RESERVE BALANCE SHEET COMPOSITION 
               (IN BILLIONS OF  DOLLARS) 
 
Source: Financial Times Market Data 
Made by: Germán Guerra Silva. 
 
One of the more remarkable weapons that the Fed and other central 
banks brought to bear on the crisis was “quantitative easing”. The basic idea is 
to have the central bank intervene in markets for long-term debt in the same 
way that it does in markets for short-term debt. They used it because the 
measures adopted so far hadn’t worked their magic. Thanks to cuts in the 
overnight Federal funds rate and the different new liquidity facilities banks had 
access to plenty of cash. Yet for all that largesse, banks continued to refuse to 
make longer-term loans to the many firms and businesses that needed credit to 
stay alive.133 
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Using quantitative easing, the Federal Reserve would attack this 
problem on multiple fronts. It would wade into the financial system and start 
buying up long-term government debt: ten-year and thirty-year Treasury bonds. 
That would immediately inject massive amounts of liquidity into the market 
because the Fed would pay for those bonds by creating money out of thin air.  
 
This would also make less attractive for financial institutions to have their 
money invested in long-term government bonds, which were paying around 3 
and 4% for 10 and 30-year bonds. Since the Fed was creating great additional 
demand for this kind of bonds, the prices would go up and the yields paid by 
these bonds would go down (because bond prices and yields go in opposite 
directions) making less attractive this type of investment and therefore banks 
would lend money to those starving for credit.134  
 
      
The policy of quantitative easing, adopted by the Fed and other central 
banks, provoked a profound transformation. In 2007, for example, the Federal 
Reserve held approximately $900 billion worth of assets, consisting almost 
entirely of its stock in trade: the debt of the U.S. government. By October 2010, 
the Fed’s balance sheet had expanded to approximately $2.3 trillion, the 
overwhelming majority of which consisted of assets accumulated during the 
crisis, such as home mortgages, credit card debt, and auto loans. But after 
QE1135 effects started to fade and the economy was once again in a slow path, 
the Fed decided to implement a second round of quantitative easing, QE2.136  
 
But since the U.S. economy seemed to dangerously close to a double-
dip recession, the Fed had to step up once more to stimulate the economy. On 
September 21, the Federal Reserve announced its intention to purchase 
$400bn of long-dated Treasuries and sell an equivalent amount of short-term 
securities. It said the program “should put downward pressure on longer-term 
interest rates”. The name of this action was “Operation Twist”. With this action 
the Fed makes evident its deep concerns about the weakness of the economy. 
It wants also to communicate that it has options to stimulate the economy. 137 
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 IMAGE 5 
       BEN BERNANKE TRYING TO REVIVE THE U.S’ ECONOMY 
 
 
Source: Financial Times. 
Made by: Bromley 
 
 
Unfortunately, a radical remedy administered in a crisis is bound to have 
unintended consequences. For starters there is fear of inflation going out of 
control sometime in the future. Also, the Fed has sent a clear message to the 
financial markets that it will do almost anything and everything to prevent a 
financial crisis from spinning out of control. And in such a context the risk of 
moral hazard is very much present and puts the whole economic system in a 
compromising position because as the saying 138  says “Capitalism without 
bankruptcy is like Christianity without hell”.139 
 
2.1.2. The Debt ceiling debate and political gridlock. 
 
The first version of the US debt ceiling was created in the Second 
Liberty Bond Act of 1917, which helped finance the US entry into the First World 
War. Before then, the Treasury had to obtain Congressional approval every 
time it wanted to borrow money. The 1917 ceiling was set at $11.5bn, a far cry 
from the $14,300bn level where it stands today (October 2011).140 
 
U.S. Federal law requires Congress to authorize the government to 
borrow any money that is needed to pay for the programs that Congress has 
passed. As the national debt has grown, the Treasury has periodically bumped 
against this debt limit or debt ceiling. Votes to raise it are among the least 
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popular things Congress does. The current aggregate debt limit was set up in 
1939 and has been lifted nearly 100 times since then generally with little fanfare. 
But in 2011, the debt ceiling became the central battleground for conflict 
between the Republicans who took control of the House in the 2010 elections, 
and President Obama and the Democrats who still control the Senate.141 
 
In May 2011, the Treasury Department announced that the debt limit of 
$14.29 trillion had been reached, but said it could keep the government 
functioning normally by "extraordinary measures'' that would run their course by 
Aug. 2. By the end of July, increasingly bitter talks still continued, as an event 
that had once seemed unthinkable — a default by the federal government — 
loomed only days away. Late on the night of July 31, President Obama and 
Congressional leaders of both parties announced an agreement that would 
raise the debt ceiling by up to $2.4 trillion in two stages, enough to keep 
borrowing into 2013. The pact called for at least $2.4 trillion in spending cuts 
over 10 years, with $900 billion in across the board cuts to be enacted 
immediately.142 
 
The debt-ceiling agreement doesn’t involve major spending cuts for 
2011 or 2012. Of the nine hundred billion dollars in cuts already agreed upon, 
just twenty-five billion, less than one per cent of the federal budget, are 
scheduled for fiscal 2012. The cuts get steeper in later years. If there is no 
agreement on where cuts will be made or on revenue increases, a series of 
automatic cuts in military spending, education, transportation and Medicare 
payments to health care providers will go into effect in 2013.143 
 
Large portions of both parties were unhappy with the plan — Democrats 
opposed it because it cuts spending deeply without raising revenues, while 
many in the Tea Party wing of the House Republican were against any increase 
in the debt limit. Many economists complained that cutting spending in a time of 
economic weakness would slow down any recovery. Nevertheless, the House 
approved the agreement on Aug. 1st 2011, by a 269 to 161 vote. The Senate 
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passed the measure the following day, hours before the deadline set by the 
Treasury. It was signed shortly thereafter by Mr. Obama.144 
 
The agreement means there will not be another fight over the debt limit 
until 2013. But despite Mr. Obama's call to set the matter apart from partisan 
budget fights, Senator Mitch McConnell of Kentucky, the Republican leader, 
saw things differently. “Never again will any president, from either party, be 
allowed to raise the debt ceiling without being held accountable for it by the 
American people and without having to engage in the kind of debate we’ve just 
come through,'' he said in a speech on the Senate floor.145  
 
In a similar way, the U.S. public opinion states that democracy 
triumphed when the legislation to raise the debt ceiling was approved. But that 
“victory” had a very different meaning in Beijing. There, it is hard to imagine 
something better to vindicate the Chinese Communist Party idea that western 
democracy is some sort of institutionalized chaos that any sane Asian has to 
avoid than the debt ceiling debate. This kind of political gridlock and the huge 
debt the U.S. has are typical characteristics of a declining global power. So, 
with the approval of the legislation not only resounded proud American 
applauses but also ran Chinese tiers of compassion. 146  
 
  An interesting fact is that besides the U.S. there is just one other 
country that has a debt ceiling. That's Denmark and its debt ceiling is 
deliberately kept very high so that it will never need to be raised. Why does no 
one else have a debt ceiling? Because when a legislature votes to authorize 
spending at a certain level but authorizes tax revenues at a lower level, it is 
assumed that the government will have to borrow the difference.147 
 
The vote to have higher expenditures than tax revenues is, in effect, a 
vote to borrow money to cover the difference. And in the United States, 
Congress, including Republicans, voted for a budget in which expenditures 
exceeded tax revenues. The logical consequence of that budget, again, passed 
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by Republicans and Democrats, is that the government has to make up the 
difference by borrowing.148  
 
To start a debate after the budget has been passed is like getting your 
Visa bill and calling up the company to say, "Actually we don't want to buy all 
that stuff we bought." That's not how it works. First you pay the bill, and then 
you can change your spending habits. Politicians have created 
a circumstance in which the world doubts the credibility of the U.S., and the 
dollar's role as the world's reserve currency could be jeopardized.149 
 
The US, home to Hollywood and the inventor of televised politics, 
produced a cliffhanger of a show around the debt-ceiling debate. The prospect 
of default and tense and problematic deficit negotiations captivated the nation 
like a TV drama – and was, like most TV dramas, an escapist distraction from 
things that matter more. Chief among these things is the jobless recovery the 
US is in right now. For more than two years, the unemployment rate has been 
close to or above nine per cent (that is the official rate; if the government 
counted people who have given up looking for work or who have been forced to 
work part time, the rate would be 16%).150   
 
      IMAGE 6 
THE DEBT CEILING “DEBATE” 
 
Source: Financial Times. 
Made by: Ingram Pinn. 
 
A consequence of the “prime-time drama” on Capitol Hill, or the circus 
the politicians created was an unprecedented step by Standard & Poor’s of 
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downgrading the U.S. bond rating from the treasured AAA status to a AA+. In a 
statement, the ratings agency said: 
 
 The fiscal consolidation plan that Congress and the Administration recently agreed to 
falls short of what, in our view, would be necessary to stabilize the government’s 
medium-term debt dynamics (…) America’s governance and policymaking is becoming 
less stable, less effective, and less predictable tan what we previously believed (…) 
Despite this year’s wide-ranging debate, in our view, the differences between political 
parties have proven to be extraordinary difficult to bridge151  
 
If the US is to be solvent ten or twenty years from now, there will need to 
be reasonable limits on entitlement spending and a substantial increase in 
federal tax revenues, which are currently at fifteen per cent of GDP, the lowest 
level in sixty years. Yet neither entitlement reform nor revenue increases are 
dealt with in the agreement. 152  
 
Across the political spectrum, pressure is building for a taxation overhaul 
that could boost the economy and win back the confidence of investors. But 
there is fierce disagreement on the details. Tax policy remains one of the most 
divisive issues in American politics, a critical battleground between Republicans 
and Democrats arguing over the size and role of the government – which 
makes it harder for either side to make concessions in the run-up to the 2012 
election, with both parties basically unable to agree on anything.153 
 
But it is important to understand that none of the problems associated to 
the debt ceiling debate are happening because the United States is running 
deficits. There was no indication, by any metric, that the United States was 
having difficulty borrowing money one month before the debate started. In fact, 
the world has been lending money to the United States more cheaply than ever 
before. This country has a large deficit and debt that it needs to get under 
control.  But that is not an excuse to endanger the good standing of the United 
States.154  
 
From now on, every time the debt ceiling needs to be raised, the world 
will wonder: Will the U.S. stand by its promises or will it break them? Something 
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that was taken for granted, the credibility of the United States, is now 
surrounded by uncertainty. The IMF Managing Director Christine Lagarde says 
that "Global markets have always had a positive bias towards the United States 
but that is now eroded somewhat."155  
 
In pushing the government to the brink of default, the House 
Republicans adopted outrageous tactics; that basically could be called 
blackmail. Those tactics worked politically, but at a great cost to the country. For 
this erosion, the U.S. has only itself to blame.156 
 
2.1.3. Debt and public finances in the United States. 
 
The idea that one of the main developed countries would default on its 
debt was, until recently, a ridiculous claim. But now, the governments of the rich 
countries are borrowing so heavily that it is plausible that someday, the two 
assumptions on which the growing borrowing is based (that the lenders will 
keep making them loans and that the governments will keep honoring their 
debt) could collapse. These rising debt levels combined with intensified 
concerns about fiscal solvency now constitute a major threat to global financial 
stability.157 
 
One of the main impacts of financial crisis are declining revenues and 
higher expenditures, due to a combination of bailout costs, higher transfer 
payments and debt servicing costs, leading to a rapid and marked worsening in 
the fiscal balance. It was not just the private sector that had been living in a 
dream world sustained by housing and stock bubbles. Governments had been 
indirectly sharing in that dream, as they received some of the “phantom income” 
of the bubbles in the form of tax revenues. 158 
 
In the concrete case of the U.S., its budget situation was not so 
precarious just 13 years ago. The appearance of a federal budget surplus took 
place for the first time in 1998. It arrived after five years during which the federal 
deficit had been constantly reducing from its highest level of nearly 300 billion 
during the 1992 fiscal year. This surplus came from 2 factors: fiscal 
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conservatism with higher taxes and strong economic growth. The year 2000 
saw the biggest surplus in relation to the PIB since 1948. During the last years 
of the 1990s the economy grew more than 4% a year. This happen thanks to 
the technology boom. This made the American business culture the envy of the 
world. The American information technology swept the global market and 
helped to improve the U.S. national psyche and change the vision of this 
country’s place in the world.159  
 
By the end of the U.S. Bush Administration it was once again running a 
deficit. One of the main reasons for this deficit was the tax cuts implemented by 
Bush, also the impact of the two wars the U.S. engaged in after 9/11.160  
 
The first one was the war in Afghanistan, a natural response by the U.S. 
since the Taliban government in this country was a supporter of Al-Qaeda. It 
was in Afghanistan were the attacks had been planned and put underway. And 
then there was the war in Iraq, a war of choice that turned out to be 
unnecessary. There were no weapons of mass destruction and even Alan 
Greenspan in his autobiography said that the true motive was oil. 
 
The cost of the two wars is around $3.3 trillion dollars. One billion spent 
in Afghanistan and the rest on the war in Iraq that has cost thousands of lives 
and endless resources with the outcome of an unstable country with a 
government that is far from being a friend of the U.S. In other words, for every 
dollar Al Qaeda spent to pull off the Sept. 11 attacks, the cost to the United 
States was an astonishing $6.6 million. The total cost of both wars, with some 
expenses still to come, equals one-fifth of the current national debt.161 
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IMAGE 7 
THE COST OF THE WARS ON TERROR   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The New York Times. 
Made by: Shan Carter. 
 
The deficit for the fiscal year 2009 was more than $1.4 trillion, about 
10.8% of GDP, according to the Congressional Budget Office (CBO). That's a 
bigger deficit than any seen in the past 60 years, only slightly larger in relative 
terms than the deficit in 1942. The U.S. seems to be having the fiscal policy of a 
world war, without the war. 162  
 
And yes, the United States is at war in Afghanistan and still has a 
significant contingent of troops in Iraq (U.S. troops will be totally cut by the end 
of 2011 as conditioned by the Status of Forces Agreement with the country. 
fulfilling a long-held campaign promise by President Barack Obama) but these 
are trivial conflicts compared with the World Wars.163 
 
After the debt ceiling was lifted, it rose $238 billion, the U.S. debt 
surpassed 100 percent of gross domestic product according to Treasury 
figures. The last time the debt topped the size of its annual economy was in 
1945 during World War II. But the deficit at the time was driven by war 
spending; a degree of spending that declined once the war ended.164 
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The U.S. current deficits are
that will not shrink without fundamental changes to their structure officials point
as well to lost revenue from the recession, tax breaks and increased domestic 
spending as contributors to the current deficit
words, there is no end in sight to the borrowing binge. Unless entitlements are 
cut or taxes are raised, there will never be another balanced budget.
 
FEDERAL
Source: U.S. Government 
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But what percentage of the federal debt is in fact debt of the actual 
government? Truth is elus
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people — politicians and pundits alike — say that China and, to a lesser extent 
Japan, own most of America’s $14.3 trillion in government debt.166 
 
 But there’s one little problem with that conventional wisdom: it’s just not 
true. While the Chinese, Japanese and plenty of other foreigners own 
substantial amounts, it’s really Americans who hold most of America’s debt. So 
the U.S. government voted, after the debt ceiling fiasco, not to default on the 
debt that the government has with itself and with the American people.167 Here’s 
a quick and fascinating breakdown by total amount held and percentage of total 
U.S. debt, according to Business Insider:168 
 
         FIGURE 20 
               BREAKDOWN BY PERCENTAGE OF THE TOTAL U.S. DEBT                      
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Business Insider. 
Made by: Germán Guerra Silva. 
 
So, America owes foreigners about 29% of the total federal debt, or 
$4.147 trillion. But the U.S. owes the U.S $10.153 trillion or 71% of the total 
federal debt.169 
 
As it can be seen in the figure, China is the biggest foreign creditor of 
the U.S. with $1.16 trillion dollars. In Beijing’s view the U.S. has become 
insolvent. Many Chinese observers merely see the debt agreement as a 
temporary solution. In words of the Xinhua News Agency, the last minute deal 
                                                        
166
 Cfr. MUCHA Tom, Who owns America? Hint: It's not China, 
http://globalpublicsquare.blogs.cnn.com/2011/07/21/who-owns-america-hint-its-not-china/, Access: October 15th 2011, 
22:41 
167
 Cfr. Id. 
168
 BUSINESS INSIDER, Who owns the U.S. Debt, http://www.businessinsider.com/who-owns-us-debt-2011-7#in-all-
the-treasury-owes-foreigners-and-foreign-governments-4514-trillion-dollars-18, Access: October 15th 2011, 24:12 
169
 Cfr. Id. 
 
61
“fail to permanently deactivate the Washington indebtedness bomb; the only 
thing that was achieved was to postpone the explosion, by lengthening the 
wick”170 
 
2.2.  Bust: Greece, the Euro and the World Economy 
 
The future of Europe seems uncertain. In spite of the important 
advances and efforts to consolidate a reasonable uniform union of countries 
that do not speak the same language, do not have common ethnic roots and 
have fought each other in many wars, Europe is facing today huge challenges 
that come from the lack of homogeneity in economic circumstances. The crisis 
that the continent is facing is the biggest one since the Second World War. 
 
It is becoming clear that the 2008-2009 financial crisis is not over. It was 
simply being smothered by the full faith and credit of rich Western governments. 
Investors, scholars and some politicians are no longer talking about the 
collapse of a few bonds. They are talking about the collapse of entire countries. 
 
It appears that the subprime mortgage crisis was more a symptom than 
cause. The financial crisis of 2008-09 was suspended only because investors 
believed that governments could borrow whatever they needed to rescue their 
banks. What happens when the governments themselves ceased to be 
credible? If we consider that situation is already starting to happen, another, 
bigger financial crisis is waiting to happen. 
 
This subchapter will try to summarize the story of an international 
economic crisis in which a small country played a crucial role. At the time of this 
writing, it is not clear whether the impact will be cataclysmic, representing the 
beginning of the end of the good way of life for Europeans, or whether it will 
force a mere adjustment to the living standards of the Old Continent. The 
reasons are micro and macro, national and global. Not a single constituency 
emerges well from this story; Greek politicians, Greek society, trade unions, 
leaders of the European Union, the IMF, the world’s investment banks, each 
and every one has scarcely put a foot right in a collective display of hubris, 
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miscalculation, over ambition, deception, mis-selling, folly and, in some cases, 
sheer greed in a saga that has continued for decades.171 
 
2.2.1. The Greek Tragedy. 
 
Over the last decade, Greece went on a debt spree that came crashing 
to an end in late 2009, provoking an economic crisis that threatened Europe’s 
recovery, the future of the euro and the world economy. 
 
In 2001, an unreformed Greek economy was accepted into the 
European single currency. The reasons for this were overwhelmingly political, 
as the EU’s leaders emphasized establishing as wide an area as possible for 
monetary union as part of the European movement’s drive for full integration. 
Greece swapped the drachma for the euro, and acquired for its debt an implicit 
European (an euphemism for German) guarantee. Greeks could now borrow 
long-term funds at roughly the same rate as Germans, not 18 percent but 5 
percent. To remain in the euro zone, they were meant, in theory, to maintain 
budget deficits below 3 percent of GDP; in practice, all they did was to alter its 
books to show that they were hitting the targets.172 
 
That same year entered Goldman Sachs, which engaged in a series of 
apparently legal but nonetheless hideous deals designed to hide the Greek 
government’s true level of indebtedness. For these trades Goldman Sachs, 
which, in effect, handed Greece a $1 billion loan, gained a reported $300 million 
in fees. The machine that enabled Greece to borrow and spend at will was 
similar to the machine created to launder the credit of the American subprime 
borrower, and the role of the American investment banker in the machine was 
the same. The investment bankers also taught the Greek government officials 
how to securitize future receipts from the national lottery, highway tolls, airport 
landing fees, and even funds granted to the country by the European Union. 
Any future stream of income that could be identified was sold for cash up front 
and spent.173  
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All this cheap money was put in all the wrong places. The public sector 
was overextended with wages that far exceeded those of the private sector. 
Just to give an example the Greek national railroad has annual revenues of 100 
million euros against an annual wage bill of 400 million, plus 300 million euros 
in other expenses. The average state railroad employee earns 65,000 euros a 
year. Twenty years ago a successful businessman turned Minister of Finance 
named Stefanos Manos pointed out that it would be cheaper to put all Greece’s 
rail passengers into taxicabs: that is still true.174 
 
The Greek public-school system is the site of breathtaking inefficiency: 
one of the lowest-ranked systems in Europe, it nonetheless employs four times 
as many teachers per pupil as the highest-ranked, Finland’s. There are three 
government-owned defense companies: together they have billions of euros in 
debts, and mounting losses. The retirement age for Greek jobs classified as 
“arduous”, is as early as fifty-five for men and fifty for women. More than six 
hundred Greek professions somehow managed to get themselves classified as 
arduous: hairdressers, radio announcers, waiters, musicians, and on and on 
and on.175 
 
Government ministers who have spent their lives in public service 
emerge from office able to afford multimillion-dollar mansions and two or three 
country homes. There is also a terrible culture of evading taxes. From 
individuals to big companies they learned the “art” of not paying their share of 
taxes to the government. Tax collectors are bribed, no service receipts are 
given and when someone is rarely caught evading taxes, at the end they are 
not prosecuted since no one bothers to start a legal process that on average 
lasts 6 to 7 years.176  
 
But, as anyone with a bit of common sense would have known, the 
Greeks would be able to disguise their true financial state for only as long as (a) 
lenders assumed that a loan to Greece was guaranteed by the European Union 
(aka Germany), and (b) no one outside of Greece paid very much attention.177  
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That changed on October 4, 2009, when the Greek government turned 
over. A scandal demolished the government of Prime Minister Kostas 
Karamanlis and sent him packing. What’s surprising about this was the nature 
of the scandal. In late 2008, news broke that Vatopaidi Monastery had 
somehow acquired a fairly worthless lake and swapped it for far more valuable 
government-owned land.178 
 
How the monks did this was unclear at the time (it turned out that they 
had swapped the lake for land with the Ministry of Agriculture, with the monks 
having to offer forgiveness apart from the lake)— they paid some enormous 
bribe to some government official, it was assumed. No bribe could be found, 
however. It didn’t matter: the furor that followed drove Greek politics for the next 
year. Without Vatopaidi, Karamanlis would still be the Prime Minister, and 
everything would still be going on as it was before.179 
 
So as the global recession began in 2008, the Greek economy featured 
high levels of public debt, a large trade deficit, undiversified industries, an 
overextended public sector, militant trade unions, widespread corruption, 
uneven payment of taxes, an overvalued currency, consumers expecting rising 
living standards and euro membership based on inaccurate data.180 
 
When the new government arrived to power with George A. Papandreou 
as Prime Minister, in October 2009, the former Greek government had 
estimated its 2009 budget deficit at 3.7 percent. Two weeks later that number 
was revised upward, to 12.5 percent, and actually turned out to be nearly 14 
percent. Once the new government started to go over the budget they 
discovered that the deficit of roughly 7 billion euros was actually more than 30 
billion. How is this possible? Well, until that moment, no one had bothered to 
count it all up. The country had no independent statistical service. The party in 
power simply uses whatever numbers it likes, for its own purposes.181 
 
In addition to its roughly $400 billion (and growing) of outstanding 
government debt, the new Greek government had just figured out that it owed 
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 another $800 billion or more in pensions. Add it all up and you got about $1.2 
trillion, or more than a quarter
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Then came the IMF to examine the Greek books more closely. At that 
moment it went out whatever tiny bit of credibility the Greeks had left. One 
senior IMF official said:  
 
Our people went in and couldn’t believe what they found. The way they were keeping 
track of their finances—they knew how much they had agreed to spend, but no one was 
keeping track of what he had actually spent. It wasn’t even what you would call an 
emerging economy. It was a third world country.185 
 
 
Greece’s experience in 2010, as it was attacked by financial markets, 
was similar to that of many developing countries. What was a surprise was that 
it occurred in an advanced industrial country. Oddly enough, the financiers in 
Greece remain more or less beyond reproach. They never ceased to be 
anything but sleepy old commercial bankers. Virtually alone among Europe’s 
bankers, they did not buy U.S. subprime-backed bonds, or leverage themselves 
to the limit, or pay themselves huge sums of money. The biggest problem the 
banks had was that they had lent roughly 30 billion euros to the Greek 
government—where it was stolen or misspent. In Greece the banks didn’t sink 
the country. The country sank the banks.186 
 
Since then, Greece has relied on a package of 110 billion euros, or 
$152.6 billion, agreed to by its richer European neighbors and the IMF in May 
2010. The price was a series of austerity measures meant to cut its large deficit 
and restore investor confidence. It cut the pay of its public workers — a quarter 
of the work force, by 10 percent but continued to miss deficit targets as its 
economy sank. Investors continued to demand ever higher interest rates for 
Greek borrowing as the market appeared to conclude that some sort of default 
was inevitable.187 
 
Greece barely avoided bankruptcy in June 2011, as European leaders 
threatened to withhold a 12 billion euro installment of the bailout funds until 
another austerity package of cuts, tax increases and sales of public companies 
was adopted. Mr. Papandreou managed to force the bill through Parliament in 
the face of days of massive street protests. People declared that the austerity 
measures where unfair. The interesting thing is exactly what a Greek finds 
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unfair. It’s clearly not the corruption of their political system. It’s not cheating on 
their taxes, or taking small bribes in their service to the state. No: what bothers 
them is when some outside party—someone clearly different from themselves, 
with motives apart from narrow and easily understood self-interest—comes in 
and exploits the corruption of their system.188  
 
Prime Minister Papandreou presented this bill, as he has presented 
everything since he discovered the hole in the books, not as his own idea but as 
a nonnegotiable demand of the IMF’s. The general idea seems to be that while 
the Greek people will never listen to any internal call for sacrifice they might 
listen to calls from outside.189 
 
IMAGE 8 
IMF AND EU LEADERS TO THE RESCUE 
 
Source: The Financial Times. 
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 In late July, European leaders agreed on a $157 billion second bailout 
that proposed that investors swap some of their Greek bonds for loans with 
longer maturities and European guarantees. The deal would represent a loss of 
about 20 percent for banks — far less than the 60 percent discount Greek 
bonds were trading at.190 
 
In September 2011, European officials angrily stormed out of meetings 
in Athens, saying that Greece was failing to live up to austerity promises it had 
made for the first package. On Sept. 27, Greece’s Parliament voted to back a 
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hugely unpopular new property tax, leading officials from the “troika’' — the 
European Union, the European Central Bank and the International Monetary 
Fund — to clear the way the next installment of $11 billion in international 
funding, avoiding a looming default. On Oct. 20, Parliament approved a new 
austerity measures, including additional wage and pension cuts, public sector 
layoffs and changes to collective bargaining rules, as violent demonstrations 
raged outside. Tens of thousands marched through Athens on the second day 
of a general strike.191 
 
Meanwhile, the Greek economy continued to fall deeper into recession, 
with the recession projected to shrink by 6 percent in 2011, instead of 3 percent 
as previously forecast. That gloomy news led European leaders to consider 
pushing banks to take a far bigger “haircut’' on their Greek loans than the 20 
percent that had been agreed upon in July — perhaps as much as the 60 
percent discount already reflected in the market price for Greek bonds.192 
 
 The global financial system is consumed with the question of whether 
the Greeks will default on their debts. At times it seems as if it is the only 
question that matters, for if Greece walks away from $400 billion in debt, then 
the European banks that lent the money will go down, and other countries now 
flirting with bankruptcy (Spain, Portugal) might easily follow. But this question of 
whether Greece will repay its debts is really a question of whether Greece will 
change its culture, and that will happen only if Greeks want to change.193   
 
2.2.2. The PIIGS and a Sovereign Debt Crisis.  
 
The financial sector, after realizing the problems Greece was in, started 
to attack other peripheral countries that had high levels of debt, ultimately 
forcing them out of the private financial sector.194  
 
Greece’s debt troubles are not unique. Fourteen of the 27 European 
Union countries face debts equal to more than 60% of their gross domestic, the 
limit set by the European Commission. And that group includes some of the 
region’s biggest economies such as Britain and France. A large majority of this 
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debt is issued on the international capital markets and is hence marketable, 
making it subject to fears and expectations of investors.195  
 
IMAGE 9 
EU’S DEBT AS PORCENTAGE OF GDP 
 
Source: The New York Times. 
Made by: Kevin Quealy and Karl Russell 
 
In the United States and a lot of Western countries, there is anger at the 
banks for now lecturing governments about the debt that has grown so much 
because of the bank’s bad behavior. Seeing the huge deficits and the countries’ 
need for funds, some in the financial sector saw a new opportunity for profits. 
Recognizing that when Greece came to the market to roll over its debt, or to 
finance its deficits, it might have trouble raising the funds without paying a high 
interest rate, the banks sold existing bonds short, betting that the bonds would 
fall in price. They used the new weapons of financial mass destruction, credit 
default swaps, to mount their attack.196 
 
A credit default swap enabled investors to bet against the price of any 
given bond, to “short” it. It was an insurance policy, but with a twist: the buyer 
didn’t need to own the insured asset. No insurance company can legally sell 
you fire protection on another person’s house, but the financial markets can and 
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 will sell you default insurance 
PIIGS countries put at risk the very existence of the euro.
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FIGURE 22 
DEBT AS PORCENTAGE OF GDP 
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the European Union, as other European countries offer some kind of financial 
aid to these five nations, with tough restrictions, to avert a financial meltdown in 
the Eurozone.200 
 
Many of the factors that helped to create the U.S. housing bubble were 
repeated outside this country. Countries like the U.K., Ireland and Spain had 
similar kinds of influences. In the case of the first, the situation was similar to 
that in the U.S. in the sophistication of the local financial markets as in the size 
of the economy. In the last two, the formation of the housing bubble was 
accelerated because the size of the investment and development of the housing 
industry as proportion of the total size of the economy accelerated growth and 
created an important wealth effect. In other words, as housing prices and other 
assets increased, the society inclination to consume increased, creating a 
fiction environment of plenty and prosperity.201 
 
If we had to summarize what happened, we could say that the adoption 
of the Euro allowed countries like Spain, Ireland, Portugal and Greece to have 
access to credit in conditions, interest payment and deadlines, they never 
dreamed of. Far from taking advantage of this condition to modernize their 
economies, invest in technology, modern machinery and equipment to make 
themselves more competitive internationally, they invested in bricks, creating 
ridiculous amounts of houses and apartments to satisfy the demand of local 
buyers, speculators and even buyers of northern Europe.202  
 
Robert Samuelson, columnist of the Washington Post, says that the root 
of the crisis (concretely in the case of Ireland) comes from two essential political 
projects: first, the creation of a democratic welfare system capable of produce 
social justice through the creation of large social protection safety nets, second, 
the adoption of the euro as the main element of the European Union. It is 
important to notice that another important part of this crisis is the structural 
limitations to European growth with real rates of 2.5% between 1981 and 1993, 
of 2% from 1993 to 2003, but from then on only 1% while the obligations of the 
welfare European states grow exponentially as the population gets older.203 
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It is important to summarize what happened in each of the 
are under attacks by the financial markets:
 
Ireland, unlike Greece,
However, it also had a huge real estate bubble even larger than the one in the 
United States. Before the crisis,
home construction compared with less than 10 percent in normal economies. 
Ireland is a good example of government arrogance, since when the financial 
crisis hit in September 2008, the bubble burst and the government
would cover all banks’ losses, in an attempt to calm the markets. It guaranteed 
in an unlimited way for two year
Allied Irish Bank, Bank of Ireland, Anglo Irish Bank, Irish Life & Permanent, Irish 
Nationwide Building Society and Educational Building Society.
 
The promise turned out to be disastrous, as the banking sector 
continued to implode. 
ensures that the market will get scared and any speculation against them will 
run away scared. Nothing farther from the truth. Not only Ireland ended up 
being the safe haven
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the rescue ended up reaching more than one third of the Irish GDP because the 
banking system was superior to the size of the economy.205  
 
 In January 2009, Ireland nationalized one of its major banks, and in 
October 2010 conducted a bailout of some others. At this point, its budget 
deficit had grown to 32 percent of GDP. The following month, the E.U. and 
IMF launched a $90 billion bailout of Ireland. In March 2011, the government 
was swept out of power, and the new government pledged to reduce the 
interest payments required under the E.U./IMF bailout, a promise they made 
good on in July 2011. On July 12, Moody's downgraded  Irish debt to junk.206 
 
In the case of Portugal, unlike Ireland and Greece, it had one of 
the best recovery records during the first part of the economic crisis. However, 
panic due to the Greek debt crisis hit the country in late 2009 and early 2010, 
due largely to concerns that the country could not grow over the long term, as 
well as higher deficit forecasts. It has below-average productivity, a legal 
structure some condemn as outdated, and strict labor market regulations that 
some say damages growth.207  
 
By November 2010, the market had pushed interest rates to a point 
where the country was under pressure to ask for a bailout. 
Concern increased when the parliament failed to pass budget cuts in March 
2011, and European leaders met to discuss the possibility of a rescue package. 
Finally, the Portuguese government requested an E.U. bailout in April 2011. It 
was approved in May and totaled $116 billion. Portugal’s center-right 
party came to power in elections in June and remains committed to the bailout. 
On July 2011, Moody’s downgraded Portugal to junk status, saying there was a 
high risk of a second bailout.208  
 
As for Spain like Ireland, it experienced a real estate bubble leading up 
to the crisis, which hurt its growth despite the country’s unusually safe financial 
sector. Facing higher than expected deficits, Spain adopted austerity 
measures in May 2010. Fitch responded by downgrading its debt a notch from 
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AAA, out of fear these measures would hurt growth. Moody’s followed suit in 
September. In March, Spain announced it had met its deficit reduction target for 
the previous year. Moody’s downgraded again, citing concern over slow growth. 
As fears of Greek default have increased, borrowing costs for Spain have 
spiked, spurring fears that it may require a bailout that other European 
governments cannot afford. Spanish leaders say they are considering more 
austerity, and Moody's has put Spanish debt on warning for another 
downgrade.209 
 
In the case of Italy, due to its huge debt load and slow growth, fears that 
it would develop a debt crisis have circulated for months, but they grew more 
pronounced after S&P downgraded its outlook on Italian debt in May. In June, 
Moody’s also threatened a downgrade, citing rising borrowing costs and the 
possibility that Italian Prime Minister Silvio Berlusconi, who is currently on 
trial for paying an underage girl for sex, might be forced out.210  
 
In August 2011, Berlusconi pushed through an austerity package 
intended to stave off a crisis as investors started selling off bonds. In October 
2011, interest rates went up amid fears that a Greek default would cause a 
domino effect, causing Spain and Italy to fall as well. Europe probably has 
enough funds to support Spain for a short time, but Italy, the euro zone’s third 
largest economy, would be incredibly expensive and perhaps impossible to bail 
out.211 
 
CHART 4 
STANDARD & POOR’S CREDIT RATINGS 
France AAA 
Germany AAA 
Greece CC 
Ireland BBB+ 
Italy A 
Portugal BBB- 
Spain AA 
 
Source: The New York Times. 
Made by: Germán Guerra Silva. 
 
At the time of writing, one more country is under scrutiny by the financial 
markets: France. Although not so strongly as the PIIGS but still questioned not 
                                                        
209
  MATTHEWS Dylan, Everything you need to know about the European debt crisis in one post, op. cit. 
210
 Id. 
211
 Id. 
 
75
so much for its level of debt but for the strength of its banking system that is 
considerable exposed to sovereign debt of the troubled countries.   This country 
along with Germany is the core of the E.U. and the Eurozone. This is the kind of 
country “too big to fail”. 
 
In November 2011, President Nicolas Sarkozy cut France's growth 
forecast for 2012 and said he would offer new spending cuts. In Greece Prime 
Minister George Papandreou urged Greeks to support the new rescue plan. In 
Ireland, its government won’t seek debt discounts, but might pursue other relief 
given to Greece, including cheaper interest payments on aid and longer to 
repay it, although the country remains committed to paying its debts in full.212 
. 
Since Europe’s problems no longer are a topic of concern only to that 
continent but rather is an issue that puts at stake the global economy because it 
could be hit really hard if the Eurozone were to collapse. 213 Leaders of the G-20 
group of nations met in Cannes trying to help with the implementation of a plan 
the Eurozone leaders agreed on Thursdays, October 27th 2011, that could 
finally put an end to this economic drama of almost two years. But of course the 
general idea sounds promising but, as always, the “devil” is in the details.214  
 
2.2.3. The Euro Fatal Flaw and Possible Future Scenarios. 
 
When the euro was created as a common currency in Europe, there 
were serious concerns by many experts. Countries that share a currency have a 
fixed exchange rate with each other and thereby give up an important tool of 
adjustment. If Greece and Spain had been allowed to decrease the value of 
their currency, their economies would have been strengthened by increasing 
exports. 215 
 
Moreover, in switching their currencies to the euro, the two countries 
gave up another instrument for reacting to downturns: monetary policy. Instead, 
the hands of the countries of the Eurozone were tied. So long as there were no 
shocks, the euro would do fine. The test would come when one or more of the 
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 countries faced a downturn. The recession of 2008 provided that test and, as 
the moment of writing, it appears that Europe may be
 
To make up for the losses of these vital tools for adjustment, the 
Eurozone should have created a fund to help those facing adverse problems.
Europe has no way of helping countries facing severe problems. Spain has an 
unemployment rate
unemployed. But under the rules of the game, Spain must now cut its spending, 
which will almost surely increase its unemployment rate still further.
 
    UNEMPLOYMENT RATE IN SOME EUROPEAN 
Source: The New York Times.
Made by: Germán Guerra Silva.
 
 The euro-skeptics
note that there are no examples of lasting currency unions that are not 
ultimately backed by a political union. Some 
denied that a political union was necessary to support a si
Europhiles, particularly in Brussels, argued that economic union would, in due 
course, lead to a political union. The 
economic crisis, European political identity would be too weak to support the 
common currency. Events seem to be vindicating them.
 
There are big
(and headliners elsewhere) have responded: nothing was wrong with the euro’s 
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original framework. The only problem was laxity in enforcing the rules 
concerning fiscal discipline. If only Europe had been tougher, countries would 
have been forced to cut their deficits and debt. But the fact that Germany is a 
surplus country means that the majority of the rest of Europe is in deficit.219  
 
Therefore, the fact that countries other than Germany are importing 
more than they are exporting contributes to their weak economies. Germany 
views its high savings and its export prowess as virtues, not vices. But for every 
country with a surplus, there are others with a deficit, and countries with a trade 
deficit often must run fiscal deficits to maintain aggregate demand. Without the 
fiscal deficits, they will have high unemployment. 220 
 
But if one wants to understand why the euro is in such trouble we have 
to forget, for a moment, debt and sovereign bonds, and take a look at the bank 
notes. The images on euro notes are of imaginary buildings. While national 
currencies typically feature real people and places, George Washington on the 
dollar bill, the Bolshoi theatre on the Russian rouble, European identity is too 
fragile for that. Selecting a place or a hero associated with one country would 
have been too controversial. So the European authorities chose vague images 
that represented everywhere and nowhere.221 
 
Now, a decade after euro notes first emerged from cash machines 
across the continent, this lack of a common identity is the fatal flaw that may 
sink the common currency. Political leaders of the world have displayed 
palpable impatience with what they see as a lack of political leadership in 
Europe. But the problem that is damaging the currency ultimately has not to do 
with leadership, it is more fundamental than that. The fact that national loyalties 
are much stronger than any common European loyalty means leaders are 
constrained in the solutions they can feasibly consider.222 
 
In most European Union countries, including Germany, the euro was 
introduced without securing the direct assent of voters. It was assumed that 
voters would learn to love their new currency, when they saw that it led to a 
more prosperous and powerful Europe. But now that the single currency is 
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instead associated with pain, austerity and debt, the limits to European 
solidarity are clear.223 
 
IMAGE 10 
THE EURO TRUE FATAL FLAW 
 
Source: The Financial Times 
Made by: Ingram Pinn. 
 
A series of half-offers and vague promises intended to calm the markets 
failed. After two years of crisis plans were in the making for broad ranging 
response that leaders hope would ensure the euro’s long-term stability. 
Financial market pressures on Eurozone leaders have created responses that 
can be summarized in “too little almost too late”.224  
 
Since the Maastricht Treaty prohibits that one member state of the EU 
could rescue another in problems and the German constitution prohibits the 
government to provide such help, the European leaders created an SPV 
(special purpose vehicle) in order to triangulate help provided by States so it 
wasn’t given in a direct way.225  
 
 With that in mind, after hesitating initially, Eurozone leaders in May 
2010 scrambled to put together a €750bn emergency rescue package, with the 
European Union accounting for €500bn and the International Monetary Fund 
the rest: the European financial stability facility (EFSF) was constituted with 
440bn euros. The EFSF is backed mainly by Germany (28.4%), France (21.3%) 
and Italy (18.7%). This program expires in 2013. The European Financial 
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Stabilization Mechanism provided 60 billion euros, and the IMF committed 250 
billion euros of its resources to help the countries in problems. 226 
 
It was a “shock and awe” program: by announcing such a large program, 
members of the Eurozone hoped to convince the markets that Europe would 
come to the rescue of any country that needed help. But the market wasn’t 
please: interest rates for some of the “problematic” governments came down 
from the stratospheric levels to which they had risen, but they remained high, 
suggesting that the markets had not been fully convinced.227 
 
The battle plans could go much further, to introduce strengthened fiscal 
rules, increased economic co-operation and co-ordination, and steps to improve 
competitiveness and the policing of government policies. But agreement on the 
future arsenal remains uncertain given sharpening differences between north 
and south, and even within the German government.228 
 
However, the talk among investors and some European politicians now 
has been of a Greek default. It is becoming more and more evident that the 
money given to help Greece will only buy them time. The question is not 
whether Greece will default but when. The effects of any default would not be 
limited to Greece, however, since the investors would then question who was 
next. In a bid to avoid large losses, euros would flow from countries deemed at 
risk to those deemed safe. 229  
 
The sums are potentially huge, and the flows would reduce the value of 
sovereign debt of “at risk” nations. Plunging bond prices would further 
undermine the fate of many European banks and the confidence in Eurozone 
economies. A further slowdown would amplify this contagion. While the ECB 
has the firepower to fund Eurozone banks so long as they are solvent, any 
economic dislocation caused by contagion could become so severe that other 
countries would have to borrow more and on ever more unreasonable terms. 
More countries could decide to default.230 
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The alternative would be to restore Greece’s ability to create money to 
pay its bills – and that would require exit from the euro, to re-establish the 
central bank’s ability to create money. If one country were to leave the euro, the 
fear would rise that others would follow, creating exchange rate risk across the 
zone, smart euros would fly out of, say, Tuscany and into Bavaria in case Italy 
also left the euro. Even so, the ECB could act as a circuit breaker, offering to 
buy unlimited sovereign bonds of countries under pressure, but that would 
require agreement across the zone that such purchases were acceptable.231 
 
 If such unity were lacking, as it has been to date, other countries could 
find themselves with little option but to follow Greece out of the single currency, 
which could then break apart. None of these events is inevitable. But such are 
the vicious feedback loops in the system that everyone should be aware of the 
considerable risks. Should Athens default, the risks are real that both the euro 
and Europe would fail.232 
 
Greece’s debt has to be brought to a sustainable level. That can only be 
done by lowering the interest rate that Greece pays, lowering its indebtedness, 
and/or increasing gross domestic product. There are several ways this can be 
accomplished. But the institutional details are less important than an 
understanding of what will, and what will not, work. The strategy of the past 18 
months of dealing with Greece’s debt difficulties, the minimal response 
necessary to deal with the moment, has (predictably) not worked. 233 
 
 Nor will more of the same. Official lending (from the International 
Monetary Fund and the European Union) has seniority over the private sector. 
The riskiness of new private sector lending is thereby increased, with obvious 
implications for interest rates. Meanwhile, as official lending replaces private 
sector lending, the risks associated with past lending are shifted to the public.234 
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Source: The Financial Times. 
Made by: Germán Guerra Silva. 
 
Of this we can be certain: Europe’s response so far has amplified 
uncertainty concerning the future of the euro. “Contagion” has now spread from 
the periphery to the center, namely Spain and Italy. 
 
An inverse crisis is hitting Europe. The first one in 2008-09 was a 
banking crisis that was absorbed by governments. Now governments are 
sinking the banks due to their exposure to sovereign bonds. A banking stress 
test was conducted in Europe to see how banks will react to a negative 
scenario. Only seven of 91 European banks failed a long-awaited stress test.235 
 
 But the problem is that this test lacked seriousness since it never 
consider a scenario of default by any country. Calls are now rising for a new 
stress test in order to determine the true likely impact of a crisis. Only then 
banks would be able to be adequately capitalized to strengthen the financial 
sector will it be better prepared to face a possible Greek or some other 
country’s default.236  
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      IMAGE 12 
         SOVEREINGS SINKING THE BANKS 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The Financial Times. 
Made by: Germán Guerra Silva. 
 
On October 27th 2011 an agreement was reached that was hoped will 
put an end to the crisis. Leaders of the Euro area reached an agreement on a 
deal to save Greece and shore up banks exposed to losses on worthless Greek 
bonds. A €1 trillion rescue package will be put together along with forcing 
losses of 50% on bondholders of Greek debt and increasing to 9% the capital 
ratio for banks. However, the plan has been under pressure and European 
leaders are scrambling to implement extra measures and clarify the details of 
the bailout. For example there is no clear strategy to face the main problem of 
the countries in trouble, which is the lack of growth. Also it is unclear how the €1 
trillion rescue package will be financed although the main idea is to have China 
and the emerging economies involved in the rescue. But while EU leaders 
managed to avoid immediate disaster, many experts question whether they 
have the political will and the economic firepower to resolve the long-term 
crisis.237 
 
 If much deeper European unity, through Eurobonds or the centralization 
of taxation and spending, is off the table, we are left with two options. Either the 
current program of austerity, mixed with emergency loans, will eventually “work”. 
Or some European countries will default and probably leave the single 
currency.238 
 
As Nouriel Roubini the famous economist argued, a departure from the 
euro might ultimately be in Greece’s long-term interests. But the short-term 
economic and political consequences could be very grim, and not just in Greece. 
Europe could well see bank failures, much deeper austerity, higher 
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unemployment, social unrest, political radicalization, heightened tension 
between nations and a threat to the EU itself. Under those circumstances, the 
economic crisis that started in 2008 will be very, very far from being finally 
over.239 
 
2.3.  The Decline of the West. 
 
  Relative decline is unavoidable. The rise of the rest (topic of the final 
chapter), though, is not a problem if the West grows at a half-decent pace. To 
the contrary, a buoyant global economy is a positive sum game. The danger 
arises when strong growth elsewhere is accompanied by immobility in the West, 
when a spasm turns into a spiral. 
 
The pessimistic case starts with the financial crash of 2008. This was the 
event that crystallized the new geopolitical order. Previously such events had 
belonged to developing nations, to Latin America or to Asia. This one was made 
in the U.S. 
 
The sacred text of liberal capitalism known as the Washington 
consensus was shredded. As the US and Europe fell into recession, it was left 
to the likes of China, India and Brazil to avert a collapse. The psychological 
impact has been profound. The West has lost its audience in the rising nations 
as the banking crisis has become a sovereign debt crisis. For outsiders looking 
in, this is about more than economics. They see a failure of liberal democracy.240  
 
The moral authority of the West to lecture developing and emerging 
countries on the importance of good public finances and stable democratic 
systems is gone. Globalization imposes fast change and simultaneously 
weakens the ability of governments to adapt. Politicians find it easier to argue 
about taxing the rich or cutting entitlement and about central bank bond 
purchases versus default than to confront the consequences for western 
societies of the profound upheaval in the global economy.241 
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IMAGE 13 
       THE RISING OF A NEW GLOBAL POLITICAL  
AND ECONOMIC ORDER 
 
Source: The Financial Times. 
Made by: Matt Kenyon. 
 
So it is tempting to say that the West started a faster process of decline 
versus the “Rest”, that a political and economic model built on western primacy 
is cracking under the strain of the shifting balance of international advantage. 
The American dream and European welfare state are bending to the 
competitive winds of globalization. 
 
The US faces an unsustainable debt burden alongside sustained 
political paralysis. Strategic decision-making is held hostage to ideological 
polarization. Democrats and Republicans may well have escaped a calamitous 
default. But that will not bridge the rancorous divide over tax and spending that 
piles deficit on deficit. 
 
In Europe, the stakes have been higher still. The European Union’s core 
project, the single currency, has been collapsing under the weight of sovereign 
debt and political discord. Solidarity has been lost to resurgent nationalisms. 
Germany’s Angela Merkel says that 60 years of European integration is under 
threat. Yet the leader of Europe’s most powerful nation has seemed frozen in 
indecision.242 
 
So here is the question: do these twin crises represent one of those 
damaging but short-lived spasms that have periodically disturbed the advance 
of the wealthy economies? A return of the 1970s? Or are the shocks of an 
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entirely different order – an omen of accelerating decline as the West 
surrenders two centuries of global hegemony? 
 
2.3.1.  The End of U.S’ Hegemony.   
 
Civilizations don’t rise, fall, and then gently decline, as inevitably and 
predictably as the four seasons. History isn’t one smooth, parabolic curve after 
another. Its shape is more like an exponentially steepening hill that quite 
suddenly drops off like a cliff. When you look back on the history of past 
civilizations, a striking feature is the speed with which most of them collapsed, 
regardless of the cause.243 
 
The Roman Empire didn’t decline and fall slowly, as historians used to 
claim. It collapsed within a few decades in the early fifth century, put over the 
edge of chaos by barbarian invaders and internal divisions. In the space of a 
generation, the vast imperial metropolis of Rome fell into disrepair, the 
aqueducts broken, the splendid marketplaces deserted. The Ming dynasty’s rule 
in China also fell apart with extraordinary speed in the mid–17th century, 
succumbing to internal conflict and external invasion. Again, the transition from 
equilibrium to anarchy took little more than a decade.244 
 
What all these collapsed powers have in common is that the complex 
social systems that supported them suddenly ceased to function. One minute 
rulers had legitimacy in the eyes of their people; the next they didn’t. In the 
realm of power, as in the domain of the bond vigilantes, you’re fine until you 
aren’t, and when you’re not fine, you’re suddenly in a terrifying death spiral.245 
 
In the U.S., every four years the National Intelligence Council (NIC) – 
which oversees its collection of intelligence agencies – releases a global trends 
report, which is given to the new president. The one given to President Obama 
on November 20th 2008, made headlines around the world since it established 
2025 as the year when the U.S. dominance of the world will come to an end. As 
the NIC frankly notes, "the most dramatic difference" between the new report 
and the one issued before is that it now foresees "a world in which the US plays 
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a prominent role in global events, but the US is seen as one among many 
global actors". The report issued four years before, the one given to President 
Bush, projected "continuing US dominance".246 
 
The NIC report has made people sit up because it comes from the heart 
of the US security establishment. But it is part of a broader intellectual trend in 
the US: a “new Declinism”. This mood marks a complete break with the 
aggressive confidence of the Bush years and the “unipolar moment”. Its starting 
assumption is that America, while still the most powerful country in the world, is 
in relative decline.247 
 
Three developments have fed the new Declinism. First, the wars in Iraq 
and Afghanistan have underlined that US military supremacy does not 
automatically translate into political victory. Second, the rise of China and India 
suggest that America's days as the world's largest economy are numbered. 
Third, the financial crisis has fed the notion that the US is living beyond its 
means and that something is badly wrong with the American model.248 
 
Americans have been concerned about the health of their country for 
much of its existence. In the 1950s and '60s, they worried about the Soviet 
Union and its march toward modernization. In the 1980s, they worried about 
Japan. This did them no harm; on the contrary, all these fears helped them 
make changes that allowed them to revive their strength and forge ahead. 
Dwight Eisenhower took advantage of the fears about the Soviet Union to build 
the interstate-highway system. Jack Kennedy used the Soviet challenge in 
space to set the U.S. on a path toward the goal of getting to the moon.249 So 
Americans can be forgiven if they greet talk of a new challenge from China as 
just another case of the boy who cried wolf. But a frequently overlooked fact 
about that fable is that the boy was eventually proved right. The wolf did arrive, 
and China is the wolf.250 
 
The moment at which China becomes the world’s largest economy is 
coming into view, the end of the decade seems a likely passing point. Of course, 
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it is true that China has its own grave political and economic problems. But they 
are the problems of a rising power. America’s problems are plainly those of a 
power in decline.251 Yet the fact that there are roughly four times as many 
Chinese as Americans means that, even allowing for a sharp slowdown in 
Chinese growth, at some point, China will become “number one”. Moreover, 
Goldman Sachs predicts that China will become the first global economy 
measured in purchasing power parity by 2016.252 
 
Moreover, the 9/11 attacks had a profound impact in the foreign policy of 
the U.S. The “war on terror” became the core of its policy towards the rest of the 
world. This may have distracted the U.S. from the true biggest geopolitical 
change of the last century: the rise of China and the emerging markets. The 
developing world is becoming a driver of the global economy. From the 
consumption of cement to eggs, China leads the world; it has also just 
overtaken US to become the world’s largest market for cars.253 
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China’s voracious appetite for commodities is creating new trade routes, 
especially with emerging powerhouses such as Brazil. Last year, China 
surpassed the US as Brazil’s biggest trading partner. Latin America, a region 
once best known for instability, has emerged through the crisis virtually 
untouched. Poverty is falling, the middle classes are expanding and asset 
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markets are bubbling. As for the legacy of 9/11, Gerard Lyons, chief economist 
of Standard Chartered Bank, says the three most important words in the past 
decade were not “war on terror” but “made in China”. On present trends, he 
adds, the three most important words of this decade will be “owned by 
China”.254 
 
Several decades ago, economist Mancur Olson wrote a book called The 
Rise and Decline of Nations. He was driven by what he thought was a strange 
paradox after World War II. Britain, having won the war, slipped into deep 
stagnation, while Germany, the loser, grew powerfully year after year. Olson 
concluded that, paradoxically, it was success that hurt Britain, while failure 
helped Germany. The former embraced complacency, the latter hard work.255 
 
Too much power is not good for a person, or for a nation. It leads to 
hubris, to the childish illusion of omnipotence, and, even when driven by good 
intentions, to abuse. In the case of the U.S., the illusion of being exceptional, 
the idea that the “Greatest Nation in the History of the World” can do anything, 
the illusion of omnipotence, rather than lengthening the days of Pax America, 
have speeded up its eventual demise.256 
 
Another aspect that is accelerating the U.S’ decline is the increasing and 
alarming level of inequality. America is the original meritocracy. The American 
promise is that people are not prisoners of the circumstances of their birth. Who 
your parents are or where you were born should not determine your destiny. 
From the beginning, this has always been one of its self-evident truths. And for 
many decades, the U.S. had greater social mobility than other developed 
countries. But that is no longer true. The U.S. now ranks behind France and 
Finland in terms of the ability of people to move up the economic ladder.257 
 
 
 
 
 
                                                        
254
 Cfr. BARBER Lionel, The end of US hegemony: Legacy of 9/11, http://www.ft.com/intl/cms/s/0/f6acf1a6-d54d-
11e0-bd7e-00144feab49a.html#axzz1cszRxp7P, Access: November 4th 2011, 09:18. 
255
 Cfr. ZAKARIA Fareed, Are America's Best Days Behind Us?, op. cit. 
256
 Cfr. IAN Buruma, Imperial Hubris, Foreing Policy, New York,  November 2011, The America Issue, p. 65. 
257
 Cfr. STENGEL Richard, The Land of Opportunity, 
http://www.time.com/time/subscriber/article/0,33009,2098586,00.html, Access: November 2nd 2011, 16:51. 
 RELATIVE INCOME MOBILITY OF A GENERATION 
Source: TIME Online.
Made by: TIME Online 
 
The U.S story, its 
opportunity society. Americans care much more about being able
the socioeconomic ladder than where they stand on it. One
but as long as there's a chance that he or she 
O.K.258 
 
But does the US
inspires not only the Occupy Wall Street (OWS) protests that have spread 
across the nation but also a movement as seemingly divergent as the Tea Party. 
While OWS may focus its anger on rapacious bankers and the Tea Party on 
spendthrift politicians, both w
elites on Wall Street and in Washington who have somehow 
and made it impossible for average people to get ahead.
 
Some argue that this inequality was an unavoidable result of deeper 
shifts: global competition, cheap goods made in China, technological changes. 
Although those factors played a part, they have not been decisive. In Europe, 
where the same changes took place, inequality has remained much lower than 
in the United States.
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 The decisive factor has been politics and public policy: tax rates, 
spending choices, labor laws, regulations, campaign finance rules. Book after 
book by economists and other scholars over the past few years have presented 
a sound case: over the past three decades, the government has consistently 
favored the rich. This is the source of the problem: leaders and institutions.261 
 
The mythology of the American Dream has made it difficult to start a 
serious conversation about how to create more opportunity in their society, 
since many of them still believe that mobility is the result of hard work and 
nothing more. But there is a growing truth, seen in the numbers and in the 
protests that are spreading across that nation, that this isn't so. One can no 
longer blame the individual and, instead, should acknowledge that climbing the 
ladder often means getting some support and a boost.262 
 
 Inequality corrodes trust among fellow citizens, making it seem as if the 
game is arranged. It provokes a generalized anger that finds targets where it 
can -- immigrants, foreign countries, American elites, government in all forms -- 
and it rewards demagogues while discrediting reformers. 263  Inequality 
diminishes the will to conceive of ambitious solutions to large collective 
problems, because those problems no longer seem very collective. Inequality 
undermines democracy.264 
 
Democracy means rule by the people but everywhere, the people feel as 
if someone else is now ruling them, and see no way to regain control. They feel 
that the world is shifting deeply and inexorably beyond Americans ability to 
control it through their democratic institutions. That feeling laid the foundation of 
“Occupy Wall Street”,265 a diffuse group of activists who say they stand against 
corporate greed, social inequality and the corrosive power of major banks and 
multinational corporations over the democratic process.266  
 
On Sept. 17, 2011, the group began a loosely organized protest in New 
York’s financial district, encamping in Zuccotti Park, a privately owned park 
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open to the public in Lower Manhattan. The idea, according to some organizers, 
was to camp out for weeks or even months to replicate the kind, if not the scale, 
of protests that had erupted earlier in 2011 in places as varied as Egypt, Spain 
and Israel during the year of “Global Indignation”.267 
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The global public, more aware than ever of what is going on in the world, 
and more able than ever before to share ideas, facts, experiences, and 
testimonies, is highly sensitive to the established interests of the powerful who 
stand in the way of their dreams. Initially OWS was called a group of hippies 
who had no better things to do. But this movement gained legitimacy after other 
types of people started to join, like college graduates who can’t find a job, and 
various unions and even several politicians that backed the movement.268  
 
Occupiers consider that there is an “accountability deficit.” The financial 
sector and its deregulated leverage spree in the Clinton and Bush years greatly 
benefited the top 1 percent. Much of this, we now know, was based on obscure 
mathematical formulas no one fully understood at best or direct scams against 
their own customers at worst. What was Wall Street’s response? A furious 
attempt to resist any new regulation, a refusal to take full responsibility for the 
mess, and eager participation in a bailout paid for in part by their victims. Who 
ended up paying the price? Not the elites. Largely the young, the poor, and the 
increasingly desperate middle class.269 
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 Some on the peripheries seem skeptical of capitalism as a whole, but 
most seem to believe that what we currently have is not real capitalism, but a 
mixture of debt, cronyism, and corruption. The collapse of faith in big 
government is hard to distinguish from the collapse of support for big business, 
especially when the tax code reads like a conspiracy between them against the 
rest of society. And once the public loses trust in the core fairness of the 
economic and political system, we’re in deeper trouble than we realize.270 
 
What we’re seeing today is a natural swing back against the excesses of 
the last 30 years of roller-coaster, globalizing capitalism. It’s not so much a 
matter of left or right, but of balance. For the same reason, Occupy Wall Street 
is strikingly relevant today. Tax revenues, haven’t been so low in half a century. 
The only way to achieve serious cuts in entitlements, the other half of the 
equation for fiscal balance, is if people believe that everyone is sacrificing 
something. That includes the rich. That isn’t ideology. It’s common sense.271  
 
In essence, even after the US has ceded its economic dominance, the 
US military, diplomatic, cultural and technological prowess will ensure that it 
remains the world’s dominant political power, for a while at least. But although 
economic and political power are not the same thing, they are surely closely 
related. As China and other powers rise economically, they will inevitably 
constrain the U.S’ ability to get its way in the world, since it is headed to be 
primus inter pares, first among equals.272 
 
Finally, the U.S. is dangerously recreating the sequence of how empires 
decline: it begins with a debt explosion. It ends with an inexorable reduction in 
the resources available for the Army, Navy, and Air Force. After all, the lesson 
of history is clear. Voters and politicians alike dare not postpone the “big reboot”. 
Decline is not so gradual that the biggest problems can simply be left to the next 
administration, or the one after that. If what the U.S. is risking is not decline but 
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total collapse, then the time frame may be even tighter than one election 
cycle.273 
 
2.3.2.  The Possible End of the Euro. 
 
The global financial crisis exposed the euro’s weaknesses. When it first 
became apparent that Greece was in serious trouble, in 2009, the EU set itself 
two tasks. The first was to resolve the Greek crisis. The second was to convince 
the markets that Greece is an isolated case that bears no resemblance to the 
rest of the Eurozone. They have failed comprehensively in both tasks.274 
 
The EU is institutionally blocked, insular, and incapable of effective crisis 
management. Low growth Europe is in decline in relation to the rising powers of 
China, India, Brazil and other emerging market economies. In short, Europe 
looks politically and structurally incapable of adapting to the challenges of today, 
let alone tomorrow.275 It has been known since the beginning of the financial 
crisis and subsequent economic downturn that the world order was changing in 
profound ways. But politicians have tried to dismiss it all with talk of temporary 
problems and cyclical recessions. They’ve come up with every possible excuse, 
from tsunamis to a lack of market certainty, to explain why rich-country 
economies aren't rebounding.276 
 
But economic data tells otherwise: the West, and most immediately 
Europe, is in serious trouble. This is no other economic crisis but a crisis of the 
old order, a phrase once used by historian Arthur Schlesinger Jr. to describe the 
failures of capitalism in the 1920s. It is a crisis that is shaking not only markets, 
jobs and national growth prospects but also an entire way of thinking about how 
the world works, in this case, the assumption that life gets better and 
opportunities richer for each successive generation in the West.277 
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As bad as things might seem in the U.S., the burning center of the crisis 
is Europe. Volatile continental markets and angry demonstrations from Athens 
to Madrid are manifestations of the desperate struggle by European politicians 
to contain the euro-zone debt crisis that threatens to destroy the single currency 
and destabilize the region. The European Union and the euro zone were 
supposed to bring economic stability and remove traditional barriers to growth, 
such as tariffs and regulations. A monetary union had geopolitical appeal, too. 
In the wake of German reunification, the French worried that Europe was 
heading for a new kind of domination by its biggest member state. Getting the 
Germans to pool monetary sovereignty would increase the power of the other 
members over a potential Fourth Reich. And, best of all, it would create an 
alternative reserve currency to challenge the mighty U.S. dollar.278 
 
Instead it's become a selfish union in which weakening economies feed 
rising nationalism, angst over immigration and provoking distrust between rich 
and less affluent countries. 279 At each stage in the development of modern 
Europe, from the creation of the European Union to the introduction of the euro, 
it has always been difficult to get nations to agree to deeper political integration, 
which is hardly surprising given what a heterogeneous place Europe is. Now, 
Europe is at the center of the global financial problems. Those problems have 
been exacerbated by the inability, or the unwillingness, of policymakers to 
address the debt issues.280 
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Will the Eurozone survive? The leaders of France and Germany have 
now raised this question, for the case of Greece. The taboo that the euro might 
break-up was erased when these two leaders seriously started to question the 
Eurozone survival.  If policymakers had understood two decades ago what they 
know now, they would never have launched the single currency. Only fear of 
the consequences of a break-up is now keeping it together.281 
 
Moreover, for reasons of pride, fear, ideology and personal survival, it is 
extremely hard for European leaders to accept that the euro is a large part of 
the problem. Instead they search for other explanations for the economic crisis. 
Countries have failed to stick to the rules. They have lied. Europe needs new 
political structures. The “bazooka” 282  is not big enough. The markets are 
irrational. The people are revolting. There are elements of truth in all these 
explanations. But they fail to get to the root of the problem. After roughly a 
decade we are discovering that a single currency area, uniting different 
countries with different levels of economic development – and very different 
political cultures – is inherently flawed.283 
 
The euro has helped both to create and sustain the crisis in Europe. 
First, it caused interest rates to plunge in southern Europe, encouraging 
countries such as Italy and Greece to go on a borrowing spree. Now the single 
currency rules out the options that postwar Italy and others traditionally used to 
cope with high levels of debt: inflation and devaluation of the currency. Neither 
policy was cost free, but they provided an alternative to the “internal devaluation” 
(otherwise known as wage cuts and mass unemployment) that is currently 
being urged on Italy, Greece and much of southern Europe.284 
 
Riots of the kind seen in London and Athens are just one side effect of 
the new age of austerity. Populist politics is another. Just as the economic 
downturn in the U.S. helped fuel the Tea Party, Europe's debt crisis is fueling a 
resurgence of polarizing, right wing politics. Xenophobia and anti-immigrant 
sentiment, especially against Muslims, are common, a fact most dramatically 
illustrated by the mass shootings at a Norwegian youth camp in July 2011. Even 
in mainstream politics, there's a sense that unity is impossible. Within the past 
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few months, Sarkozy, Merkel and British Prime Minister David Cameron have 
all spoken about the end of the European dream of multiculturalism.285 
 
All the populist parties are deeply skeptical of the EU, which they see as 
promoting most of the things they hate: multiculturalism, international capitalism, 
the erosion of national borders and the erasure of national currencies. Far right 
politicians in France campaigns to withdraw France from the euro, impose tariff 
barriers and roll back the Schengen agreement on free movement of people 
across the EU. Polls show that a majority of the Dutch population now regret 
joining the European single currency.286 
 
All this is happening in an economic situation that is bad – but not yet 
catastrophic. Imagine, however, what the European political landscape would 
look like if banks started to collapse, people lost their savings and their jobs, 
and there was another deep recession. At that point voters would be desperate 
and disillusioned enough to turn to the extremist parties in much larger 
numbers.287 
 
To make things worse, Italy is in the financial storm now. With interest 
rates on its sovereign debt surging well above seven per cent on November 
2011, there is a rising risk that Italy may lose market access. Given that it is 
“too-big-to-fail” but also “too-big-to-save”, this could lead to a forced 
restructuring of its public debt of €1,900bn. That would partially address its 
liquidity problem of large and unsustainable debt but it would not resolve its 
core problem: a large current account deficit, lack of external competitiveness 
and a worsening plunge in gross domestic product and economic activity.288 
 
In November 2011, technocratic governments have taken office in Italy 
and Greece with Mario Monti and Lucas Papademos as respective Prime 
Ministers. They are perfectly at home in the world of yield curves and 
collateralized debt obligations. They understand foreign countries, as well as 
the markets. Since they are assumed not to want a long-term career in politics, 
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they may be able to take difficult decisions. Their qualifications will please the 
markets.289  
 
So a great deal is riding on the ability of the technocrats to stabilize their 
national economies, calm the bond markets and prevent another financial crisis 
and a disorderly break-up of the euro. The trouble is that, while Mr. Monti, 
Papademos and Draghi are very able men, they are not miracle-workers. The 
danger is that the situation in Europe may now be too far gone for even the 
most steely and brilliant of technocrats to turn things around.290 
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But the financial problems for Europe and the euro do not end there. 
Spain may be the next victim of investors in the Eurozone bond markets 
because of its difficulty in meeting deficit reduction targets, weak economy and 
struggling banks, according to economists and analysts. Although Spain’s stock 
of public debt is relatively small, below Germany’s as a share of GDP, let alone 
Italy’s, the country is nowhere near running a primary budget surplus and its 
private sector debt is burdensome. That affects the banks, and the potential 
losses on bank assets are “a massive contingent liability of the State”.291  
 
Spain’s National Statistics Institute said economic growth in the third 
quarter of 2011 was zero compared with the previous quarter. The economy 
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expanded 0.8 per cent compared with the same period of 2010, but Spain is 
now unlikely to come close to the 1.3 per cent growth for this year forecast by 
the government and could fall into recession early 2012.292  
 
It is alarming to see that not even France can escape the storm in the 
financial markets. France has not balanced its budget since the 1970s and is 
worrying about its triple A rating since Standards and Poor’s “mistakenly” sent 
an email to investors informing that agency was about to downgrade the AAA 
rating of France. Hours later, the agency said that they were not planning to 
downgrade France although the doubt was already unleashed in the markets.293  
 
Since the countries in trouble cannot devalue, or grow, or deflate to a 
real depreciation, the only option left will end up being to give up on the euro 
and to go back to the lira and other national currencies.294 It is true that breaking 
up the euro would be extremely difficult and dangerous. Capital flight and debt 
default in countries quitting the euro could cause banks to collapse. Economic 
and political chaos might follow, at least for a time.295 
 
 The Eurozone is caught in a gloomy downward spiral. Fears about 
whether the governments in Greece, Portugal, Ireland, Spain and, most 
alarmingly, Italy will honor their €3 trillion ($4.2 trillion) are destroying European 
banks, which own their debt. Struggling banks undermine confidence and credit. 
Coming on top of fiscal austerity, this is bringing on recession, deepening fears 
that governments will be unable to pay back their debts, which further weakens 
the banks. And so the vice turns, down towards disaster. A euro-zone central 
banker confesses that he has lately been thinking about historical catastrophes 
such as the First World War and wondering how the world blundered into them. 
“From the middle of a crisis”, he says ominously, “you can see how easy it is to 
make mistakes.” 296 
 
The Eurozone can survive with the debt restructuring and exit of a small 
country such as Greece or Portugal. But if Italy and/or Spain were to restructure 
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and exit this would effectively be a break-up of the currency union. 
Unfortunately this slow-motion train crash is now increasingly likely.297 
 
The decision that Europe now faces is much bigger than whether to bail 
out Greece or other countries in problems. The real choice is between 
becoming a fully-fledged United States of Europe, or remaining little more than 
a modern-day Holy Roman Empire, a heterogeneous mixture of “variable 
geometry” that will sooner or later fall apart. The problem is that such a solution 
will take decades to implement, for a crisis that is escalating by the week. 298 
 
There is no doubt that the future of Europe lies in the hands of Germany. 
But the mood of the German voter can be summed up as follows: “No More 
Herr Nice Guy. So the tax-dodging Greeks, the “incompetent” Irish, and the 
bone-idle Portuguese expect the prudent German worker to write them yet 
another check?” For five decades after World War II, a penitent Germany paid 
up. The Federal Republic was the single biggest net contributor to the process 
of European integration. But the era of war guilt is now over. No matter how 
tough Chancellor Angela Merkel seems to the hard-pressed Greeks, to her own 
people she seems way too soft.299  
 
For years the train of European integration ran on German subsidies. 
Not anymore. As the process of disintegration accelerates this year, as the 
economies of the periphery languish and their governments collapse, the 
demise of Europe is becoming everybody’s problem. If it results in a breakup of 
the Eurozone or even a growth reduction due to a series of bail-outs, it will 
reverberate from Beijing to Quito to New York and back. Let’s hope for the best 
but it will be smart to start preparing for the worst. The financial tsunami might 
soon cross the Atlantic.300 
 
2.3.3.  The Japanization of the West and a Double Dip Contraction. 
 
If there is a poem for this moment, it is surely W.B. Yeats' dark classic 
"The Second Coming." Written in 1919, it evokes the darkness and uncertainty 
of Europe in the aftermath of a horrific war: "Things fall apart; the center cannot 
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hold. Mere anarchy is loosed upon the world. The best lack all conviction, while 
the worst are full of passionate intensity." It's hard to imagine a more eloquent 
description of the current conflicted age. 301 
 
The West, it seems, is out of ammunition, ideas and leadership. In his 20 
years of attending IMF meetings, President Obama's former chief economic 
adviser Larry Summers said he had not been at one in which "matters have had 
more gravity." As a result, according to the new president of the European 
Central Bank, Mario Draghi, a “double dip” recession in Europe is now all but 
inevitable. Retail sales across the continent are plunging, and GDP growth, 
negligible the third quarter, will probably contract by year-end. Even Germany, 
the strongest nation in Europe, is affected. Industrial production in Europe's 
export powerhouse is falling as its neighbors and major trading partners fall 
back in financial and economic troubles.302 That, of course are awful news for 
U.S. exporters and emerging markets targeting the EU market.303 
 
But what is a double dip recession. Well, a "double dip" recession is two 
recessions in quick succession. If it were to happen, the DD recession will 
produce only 2 years after the first one ended in 2009. Historically speaking, 
this kind of recession has only occurred in the U.S. upon Fed monetary 
tightening: Whenever in post-war US history expansions have died young, the 
catalyst has been monetary policy tightening. Put differently: double-dips have 
occurred only when induced by the Fed. 304  
 
But the Fed has said that interest rates will remain very low till 2013. The 
U.S. economy during the last quarter of 2011 showed some modest growth and 
economic indicators are improving a bit but the country is unusually vulnerable 
to shocks. In addition to monetary tightening, the future US fiscal tightening is a 
worry. Moreover, given the weakness of sentiment in the US, a serious 
deterioration of the European crisis could just be sufficient to cause a double-
dip.305 
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         IMAGE 18 
            A DOUBLE-DIP WORLD ECONOMY 
                         
Source: The Financial Times. 
Made by: Ingram Pinn. 
 
 Will Europe cause a double dip recession in the U.S.? As ever, it all 
depends on the banks. The trade links between the U.S. and Europe alone 
won't have a decisive impact. The U.S. sends just 13% of its exports to the euro 
zone and much less to the economies in the most trouble. But if Italy defaults, it 
would likely set off another global financial crisis that could sink the world 
economy.306 
 
It is also important to notice that if one looks at unemployment (still 
above 8%) and housing in the U.S. “it's clear that for all practical purposes, it 
still has to fully get out of recession," says Harvard economist Ken Rogoff.307 In 
the U.S., the 2% economy is now a foregone conclusion. The main result of this 
disappointing apparent new normal rate of growth for the U.S has been the 
persistently high number of unemployed. The rate of GDP growth is insufficient 
to reduce the huge pool of long-term unemployed.308 It used to take roughly six 
months for the U.S. to get back to a normal employment picture after a 
recession; the McKinsey Global Institute estimates it will take five years this 
time around.309 
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What will this new “normal” rate of growth mean for the West? The only 
recent point of comparison is Japan, a country that has suffered 20 years of 
stagnation, its stock market down 60% from its highs two decades ago. Japan 
has endured not one but two lost decades without political or social chaos. Still, 
as well-known hedge-fund investor Barton Biggs recently argued in a note to 
investors, "Americans and Europeans are much less likely to be either patient 
or tolerant of a declining economy, wealth destruction, and political futility. After 
all the Great Depression produced guys named Hitler and Stalin, National 
Socialism, and Communism.”310 
 
The big question for many investors these days is one that could hardly 
have been thought about a few years ago: is the West turning into Japan? The 
response to that will determine the future direction of western economies as 
well as of shares and bonds. Many argue that despite the economic misery and 
political paralysis in the West it could be worse, the West could become 
Japan.311 
 
Japan has been experiencing the West's current troubles for the past 20 
years, ever since an asset bubble burst in the early 1990s. There is no end in 
sight. China usurped Japan's No. 2 ranking in the world economy last year. The 
situation of this country is so dire that Japan is now a dirty word in economics, a 
synonym for never ending malaise and decay. Eight characteristics contributed 
to Japan’s inexorable decline: stock market and property crashes; zombie 
banks; deflation; zero interest rates; political stalemate; poor demographics; and 
a high debt-to-GDP ratio. 312 
 
Believers of the west-is-turning-into-Japan argument point to several 
similarities between the West and Japan. In both cases, large debt burdens 
mean slow growth after a stock market crash. Meanwhile, the political response 
to the troubles is confused and does little to alleviate the pain.313  
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In the case of banks, there are an unknown number of European banks 
that are effectively insolvent if their holdings of government bonds are “marked 
to market”. These are zombie banks indeed. 314 
 
Europe has been in denial about the weakness of its banking sector. 
That was also a major mistake committed by Japan after its 1990s financial 
crisis; by the time the banks were fixed, the damage was done. Indeed, the 
most important lesson from Japan is the perils of procrastination. 315   
 
As Japan's politicians surrender opportunity after opportunity to change 
the country's course, its problems have gotten worse while the options for 
policymakers to solve them narrow. The political gridlock gripping the U.S. and 
Europe could also delay the tough decisions that must be made, making the 
cost of reform more painful. What Japan teaches us is the importance of 
political will. Without it, the West might turn Japanese.316  
 
Another risk of the profound economic and political shifts the West is 
experiencing is that these would lead countries to turn increasingly inward, 
exacerbating a downward spiral. Amazingly, that didn't happen right after the 
financial crisis and Great Recession. But that doesn't meant it won't happen 
now. The signs of polarization and insularity are growing.317  
 
German Chancellor Angela Merkel is battling anti-E.U. sentiment at 
home as she tries to save the euro. Obama and French President Nicolas 
Sarkozy are shifting their focus from global problem solving to their own re-
election campaigns. Self-described free-market presidential candidate Mitt 
Romney is calling for tariffs on China. Currency wars are becoming stronger as 
nations try to drive down their exchange rates and boost their exports to 
stimulate growth.318 
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Indeed, there is a rising danger of a drift into protectionism and “currency 
wars”. Brazil took action in September 2011, as the government imposed “anti-
dumping” duties on imports of steel tubes from China. President Dilma 
Rousseff’s statement was a text-book example of how an economic crisis can 
lead to protectionism: “In the case of the current international crisis,” she 
announced, “our principal weapon is to expand and defend our internal 
market.”319 
 
It was the Brazilian finance minister, Guido Mantega, who gave the 
world the expression “currency wars” to describe the process of competitive 
devaluation, as struggling economies seek to promote their exports. Also 
Switzerland decided that it could no longer allow the markets to drive the Swiss 
franc up to unprecedented levels. If protectionism rises then we should not 
worry about a double dip recession but a global depression.320 
 
No wonder the rest of the world is so worried about the future of the 
West. Moreover, other regions won't be able to help it out, as happened in 2008. 
Europe is in the middle of its own debt crisis. And emerging markets like China, 
which helped sustain American companies by buying everything from heavy 
machinery to luxury goods during the recession, are now pushing on the growth 
                                                        
319
 Cfr. RACHMAN Gideon, The long slide into protectionism, http://www.ft.com/intl/cms/s/0/9152417e-cfd2-11e0-a1de-
00144feabdc0.html#axzz1XkvDLDsg, Access: November 15th 2011, 14:49. 
320
 Cfr. Id. 
 
105
brakes. Why? They're worried about inflation, which is partly a result of the 
Fed's policy of increasing the money supply.321 
 
The West and the rest of the world are entering what can only be called 
a new era of volatility. The cycles of boom and bust will most likely shorten as 
countries, companies and consumers adjust to a more uncertain world. This is 
the world people lived in from 1919 to '45, although without the technology that 
can move markets in seconds. It was a world in which recessions happened on 
average every three years instead of every six and people who struggled with 
large global changes saved more for a rainy day.322  
 
No wonder why leaders around the world are struggling to move the 
global economy toward the next era of growth. An era that will be led by what 
the West once called…. the “Rest”. 
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CHAPTER III 
THE RISE OF THE REST 
 
The obvious thing is the only thing a president has to do, 
 inventing is for scientists 
_ Luiz Inácio Lula da Silva 
 
 
There is a great transformation taking place around the world, a 
transformation that, though often discussed, remains poorly understood. 
Changes, even monumental changes, take place gradually. Although we are 
witnessing the dawn of a new era, the world seems to be the one with which we 
are familiar. But in fact, it is very different.  
 
There have been three tectonic power shifts over the last five hundred 
years. Fundamental changes in the distribution of power that have reshaped 
international life, its politics, economics, and culture. The first was the rise of the 
Western world, a process that began in the fifteenth century. It produced 
modernity as we know it: science and technology, commerce and capitalism, 
the agricultural and industrial revolutions. It also produced the prolonged 
political dominance of the nations of the West.323 
 
The second shift, which took place in the closing years of the nineteenth 
century, was the rise of the United States. Soon after its industrialization, the 
United States became the most powerful nation since Imperial Rome, and the 
only one that was stronger than any likely combination of other nations. For 
most of the last century, the U.S. has dominated global economics, politics, 
science and culture. For the last twenty years, that dominance has been 
unrivaled, a phenomenon unprecedented in modern history.324 
 
We are now living through the third great power shift of the modern era. 
It could be called “the Rise of the Rest”325. Over the past few decades, countries 
all over the world have been experiencing rates of economic growth that were 
once unthinkable. While they have had booms and busts, the overall trend has 
been unambiguously upward. This growth has been most visible in Asia but is 
no longer confined to it. That is why to call this shift “the rise of Asia” does not 
describe it accurately. In 2006 and 2007, 124 countries grew at a rate of 4% or 
more. That includes more than 30 countries in Africa, two-thirds of that 
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continent. Antoine van Agtmael, the fund manager who coined the term 
“emerging markets”, has identified the 25 companies most likely to be the 
world’s next great multinationals. His list includes four companies each from 
Brazil, Mexico, South Korea, and Taiwan; three from India, two from China; and 
one each from Argentina, Chile, Malaysia, and South Africa.326 
 
One only needs to look around. The tallest building in the world is now in 
Dubai. The world’s richest man is Mexican, the largest publicly traded 
corporation is Chinese. The leading refinery in the world is under construction in 
India, the largest factories are all in China. The United Arab Emirates are home 
to the most richest investment fund. The biggest movie industry, in terms of 
both movies made and tickets sold, is Bollywood, not Hollywood. Even 
shopping has gone global. Of the top ten malls in the world, only one is in the 
U.S.; the world’s biggest is in Beijing. And those are just a few examples of the 
fast changes taking place in the global order.327 
 
It might seem strange to focus on growing prosperity when there are still 
hundreds of millions of people living in desperate poverty. But in fact, the share 
of people living on a dollar a day or less fell from 40% in 1981 to 18% in 2004, 
and it is estimated to fall to 12% by 2015. China’s growth alone has taken out of 
poverty more than 400 million people. Poverty is falling in countries housing 80 
percent of the world’s population. In places like China, India, Brazil, Russia, 
Indonesia, Turkey, Kenya, and South Africa, the poor are slowly being 
absorbed into productive and growing economies.328  
 
Neill Ferguson a professor at Harvard University and a famous scholar, 
recently published a book where he tries to explain why the West ruled the 
world for the past 500 and now is being surpassed by the Rest. To use the 
language of today’s computerized, synchronized world, these were six “killer 
applications”, the killer apps, a series of institutional innovations that allowed a 
minority of mankind originating on the western edge of Eurasia to dominate the 
world for the better part of 500 years. 
 
1. Competition – a decentralization of both political and economic life, which 
created the launch-pad for both nation-states and capitalism. Five hundred 
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years ago Europe was politically fragmented into multiple monarchies and 
republics, which were in turn internally divided into competing corporate entities, 
among them the ancestors of modern business corporations. 
 
2. Science – a way of studying, understanding and ultimately changing the 
natural world, which gave the West (among other things) a major military 
advantage over the Rest. All the major 17th-century breakthroughs in 
mathematics, astronomy, physics, chemistry, and biology happened in Western 
Europe. 
 
3. Property rights – An optimal system of social and political order emerged in 
the English-speaking world based on the rule of law as a means of protecting 
private owners and peacefully resolving disputes between them, which formed 
the basis for the most stable form of representative government. 
 
4. Medicine – Nearly all the major 19th- and 20th-century breakthroughs in 
health care were made by Western Europeans and North Americans, which 
allowed a major improvement in health and life expectancy. 
 
5. The consumer society – a mode of material living in which the production 
and purchase of clothing and other consumer goods play a central economic 
role, and without which the Industrial Revolution would have been 
unsustainable.  
 
6. The work ethic – a moral framework and mode of activity derivable from 
(among other sources) Protestant Christianity, that allowed westerners to be the 
first people in the world to combine more extensive and intensive labor with 
higher savings rates, permitting sustained capital accumulation.329 
 
 
For hundreds of years, these ‘killer apps’ were essentially monopolized 
by Europeans and their cousins who settled in North America and Australasia330. 
They are the best explanation for what economic historians call “the great 
divergence”: the astonishing gap that arose between Western standards of 
living and those in the rest of the world. But now, the non-Western societies are 
adopting these killer apps while the Western countries are eliminating them.331 
 
In this final chapter I will explore the main new powers in the world. The 
famous BRIC: Brazil, Russia, India and China. I won’t address Russia because 
I think it is a country that is going backwards on every significant aspect other 
than oil and gas exploitation. The other countries of the group have sound 
fundamentals and their relative power keeps increasing. For the first time ever, 
we are witnessing genuinely global growth. This is creating an international 
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system in which countries in all parts of the world are no longer objects or 
observers but players in their own right. It is the birth of a truly global order. 
 
IMAGE 20 
GLOBAL FAIR 
 
Source: The Financial Times. 
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3.1.  China: The Rising Dragon 
3.1.1. The Power of Central Planning 
 
Four decades ago, Richard Nixon understood sooner than most the 
huge potential of China. “Well,” he said, “you can just stop and think of what 
could happen if anybody with a decent system of government got control of that 
mainland. Good God … There’d be no power in the world that could even, I 
mean, you put 800 million Chinese to work under a decent system … and they 
will be the leaders of the world.” That prophecy is being fulfilled in our time.332 
 
The journey towards the market of China started in 1978 under Deng 
Xiaoping, the successor of Mao when, due to a severe drought, authorities were 
force to loose the strong administrative controls that for a long time ruled the 
crops of individual farmers. The new rules allowed them to keep a significant 
part of their products for consumption or sale. The results were incredible. The 
agricultural production grew exponentially, which in turn allowed more 
deregulation and the development of agricultural markets. After decades of 
stagnation the agricultural production flourished.333  
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 The success in the farms encouraged reform extension to the industry. 
Once more, a modest looseness of the regulations produced beyond expected 
growth, which gave momentum to the reformers that wished to move faster 
towards a competitive market. No civil servant ever dared to call “capitalism” to 
the new model. They used euphemisms like “market socialism” or according to 
Deng “socialism with Chinese features”. 334 
 
The Chinese authorities were too clever not to see the contradictions 
and limitations of the socialist economy and the evidence of the success of 
capitalism. Indeed, what other reason could there be for such an ambitious 
reform that was against the traditions of the Communist Party? As China was 
entering inexorably the capitalist path, the economic progress became so 
evident that the ideological debate of past years was history.335 
 
IMAGE 21 
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Back in the present, it is fair to say that one of the great ironies revealed 
by the global recession that began in 2008 is that the Communist Party ruling 
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China may be doing a better job managing capitalism's crisis than the 
democratically elected U.S. government. Beijing's stimulus spending was larger, 
infinitely more effective at overcoming the slowdown and directed at laying the 
infrastructural tracks for further economic expansion.336 
 
As Western democracies try to move breathlessly forward, China's 
economy roars, having lifted some half a billion people out of poverty over the 
past three decades and having rapidly created the world's largest middle class 
to provide an engine for long-term domestic consumer demand. Sure, there's 
massive social inequality, but there always is in a capitalist system. (Income 
inequality rates in the U.S. are some of the worst in the industrialized world, and 
more Americans are falling into poverty than are being raised out of it. The 
number of Americans officially designated as living in poverty in 2009, 43 million, 
was the highest in the 51 years that records have been kept.)337 
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China’s rapid recovery from the global financial crisis, and the West’s 
continuing malaise, has had a profound psychological impact on many Chinese. 
Emotions ranging from pride to nationalism fill official rhetoric. Diplomats treat 
their Western counterparts with a bit of disdain. What is great about socialism, 
said the Prime Minister, Wen Jiabao, in March 2010, is that it enables China “to 
make decisions efficiently, organize effectively and concentrate resources to 
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accomplish large undertakings”. In the eyes of some Chinese, and even some 
foreigners, authoritarianism has gained a new legitimacy.338 
 
China is now the world's second largest economy after the U.S., having 
grown nearly 10% per year through the first decade of this century. Income 
growth per capita in 2010 rose 9%. Manufacturing productivity is expanding 
10% a year. The country continues to run a huge current account surplus and 
will be having only a slight budget deficit in 2011. It also has close to $3 trillion 
(and counting) worth of foreign-exchange reserves and, in a world in which the 
developed nations are engaged in currency devaluations, a steadily 
strengthening renminbi.339  
 
Over the past 3 decades China was able to grow thanks to its 
investments in infrastructure that allowed it to be a relatively low-wage economy 
with a first-world infrastructure. This in turn, helped boost the exports sectors 
that combined with its low-wage labor made of this Asian country the 
“manufacturer of the world”. 
 
It is interesting to consider the cosmic irony: weak Western economies 
are depending on the Chinese Communist Party to save their capitalist system. 
Likewise, the Chinese government's big plan to rebalance its economy centers 
on Western-style materialism. By substantially boosting wages, it wants to 
create a new generation of spenders, including not just urban sophisticates but 
a much broader part of China's 1.3 billion people. "Shop till you drop" is 
probably not what Mao had in mind for China.340  
 
It might be difficult to create this generation of spenders but if the 
Communist Party can successfully navigate the risky rebalancing road laid out 
in its new five-year plan, millions of nonfarm workers will soon get what 
American workers haven't had in a decade: a raise. A really big one. The 
government is targeting minimum-wage increases of 13% to 15% over the next 
five years, essentially doubling the income of many citizens.341 
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FIGURE 26 
CHINA’S FOREIGN CURRENCY RESERVES IN 2010 
 
 
 
 
 
 
 
  
 
 
Source: The Financial Times Database 
Made by: The Financial Times 
 
Wage and spending growth is one way to close the still vast gap 
between China's poorest workers and its advancing middle class, which will 
comprise 70% of China's population by 2020. If successful, the shift to 
consumer spending will take a good chunk of the weight of the global economy 
off the shoulders of American consumers and make China a “gotta-be-there” 
market for everything from video games to surgical tools to potato chips.342 
Many pro-consumption initiatives have been introduced, including an 
undertaking to increase the availability of affordable housing, healthcare 
reforms to make basic services and drugs more accessible, and an increase in 
the personal income tax threshold. These and other initiatives will liberate a 
greater portion of disposable income.343 
 
The issue of the Chinese government's significant role in the country's 
growth invariably gets enclosed into politics. The Communist Party has created 
the conditions so that the private sector can flourish. The Chinese education 
system is producing ever larger numbers of graduates who, while limited in 
skills to conduct advanced original research, are perfectly suited — and 
probably better suited than their foreign counterparts — to excel in other stages 
of innovation. Intel was one company that transferred much of its manufacturing 
base to China. "Nobody put a gun to our head and said move here," says Bruce 
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Aitken, Intel's financial controller for the Chengdu China site. "We're here 
because we wanted to be here once we saw what was taking shape."344 
 
China private sector is vibrant. For 17 months till the moment of writing, 
private-sector investment growth has been running significantly faster than that 
of the public sector. That's especially significant because private companies in 
China, and in particular small and medium enterprises (SMEs), barely have 
access to capital from state banks. For the most part, they are investing their 
own money. The only rational conclusion to be drawn is that the state of the 
private sector here is very strong.345 
 
It's going to get stronger. China is in the process, slowly but surely, of 
liberalizing its capital markets. The renminbi will eventually be fully convertible. 
Sectors like e-commerce and biotechnology, already red hot, will get more 
access to domestic capital. Less glamorous but no less important industries are 
also expanding rapidly, and taking advantage of China's well-educated 
workforce. In 2008, General Electric moved its research center for producing 
clean, affordable energy out of coal to the nation that consumes the most coal 
in the world. Guess where? Yes, China.346 
 
China has all but caught up with the US as an economic power. Its 
economy is about as large, in purchasing power, while its exports and overseas 
assets are much larger. If one were to draw an historical analogy, the potential 
eclipse of the dollar might be just a decade away. Chinese economic strength 
creates the conditions for the rise of its currency. China’s policymakers seek to 
exit from the mercantilist status quo. Without a doubt China still has to 
undertake major policy reforms and has many challenges ahead but the latter 
are common in the road ahead of a rising super power that might be coming to 
stay.347  
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3.1.2. The Big Chinese Bubble. 
 
What's the most important economic question in the world today? One 
contender is whether the euro will collapse. Another is whether the U.S. will 
plunge into a double-dip recession. But a third, and possibly the most important 
over the long term, is whether China can save the world, or whether the entire 
country is a $6 trillion bubble that's ready to pop.348 
 
In order to understand the potential consequence from a China bubble, 
it's important to understand how the bubble began. The popular narrative is that 
China's rise from nowhere in 1978 to its position today has been fueled mainly 
by an inexpensive and massive labor force. That's part of it, but equally 
important have been low-cost capital and land. Most Chinese, who are huge 
savers, have little choice but to put their money in bank accounts that pay 
interest rates lower than inflation; in a country with a relatively undeveloped 
financial sector, there are few other options. These funds are then channeled 
into state-owned enterprises whose capital expenditures create the factories 
and skyscrapers on which the Chinese miracle has been built.349 
 
FIGURE 27 
CHINA’S HOUSEHOLD SAVINGS  
 
Source: CEIC China Database 
Made by: The Economist 
 
Back in early 2009 Beijing encouraged a local government borrowing 
spree to finance infrastructure spending in order to stimulate the economy that 
was at risk due to the financial crisis unleashed in the US. China’s communist 
rulers ordered the country’s banks to lend, lend, lend. China’s 4 trillion yuan 
stimulus program (about $620 billion at current exchange rates), launched in 
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November 2008, allowed banks to lend almost at will raising the prospect of a 
flood of new bad debt. The biggest borrowers were state-owned enterprises, 
property developers and local governments.350  
 
Then it tried to keep interest rates as low as possible, partly to reduce 
the service charges on local government debt, officially estimated in 2010 at 
RMB10,717bn ($1,681bn). But as bank deposit rates languished far below 
inflation, savers withdrew their money and deposited it with high-yielding 
shadow financial institutions. This means that Beijing, which has exercised 
financial control as a key tool of Communist party power, now finds itself largely 
at the mercy of an unregulated collection of trust companies, private banks, and 
loan sharks.351 
 
Plenty of smart people are worried that a big housing and banking 
bubble has been created. There are big questions about China's future despite 
its incredible economic power. The Chinese miracle model built on cheap labor, 
cheap land and cheap capital, which worked for the past 30 years, is starting to 
break down. China's banks, which have made too many bad loans, are perhaps 
as troubled as those in the West. China's own Premier, Wen Jiabao, calls his 
nation's economy "unbalanced, uncoordinated and unsustainable."352 
 
Nouriel Roubini of New York University, a chronic pessimist, argued in a 
recent article that the brick wall would most likely be hit between 2013 and 2015. 
He noted that China was spared a recession in the wake of the financial crisis 
because investment in fixed assets, such as transport, infrastructure and 
factories, increased from an already very high 42% of GDP in 2008 to nearly 
50% in 2010. No country, he says, could be productive enough to invest 50% of 
GDP in new fixed assets without eventually facing “immense overcapacity and a 
staggering non-performing loan problem”.353 
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FIGURE 28 
CONTRIBUTION TO GDP GROWTH BY SOURCE 
                
 
 
 
 
 
 
 
   
 
 
Source: CEIC China Database 
Made by: The Economist 
 
 Nowhere are the problems more evident than in the real estate sector, 
which has been at the core of the country's growth and development. Real 
estate prices all over China keep increasing. Many Chinese families get into 
more debt in order to buy a second home, which they see as a good and safe 
investment since “property prices never fall”. This very belief is causing the 
bubble to keep inflating like a hot potato. Similar to Republicans in the U.S. who 
try to "starve the beast" by cutting government spending, the Chinese 
Communist Party has been attempting to put an obstacle on the nation's debt-
fueled real estate boom.354 
 
This is part of a deliberate attempt to reorder the economy into one that 
relies more on domestic consumer spending and less on manufacturing and 
exports. To ensure its future growth, China must move from being the world's 
factory to being one of its largest consumers. If, however, the party's efforts to 
take the country in that direction result in a precipitous drop in real estate values, 
the entire economy could crash. Multinational corporations whose revenue and 
earnings growth are tied to China could be hit hard. And the U.S. could be 
thrown back into recession.355 
 
The question is whether the bubble, not only in housing but in 
commercial property as well, is about to pop. Everywhere you go in China, you 
see new airports and high-speed-train lines under construction; glass-fronted 
apartment buildings whose empty units loom unilluminated in the night; 
underutilized roads, bridges and tunnels; and entire towns waiting for occupants. 
The government wants the high-speed railway network, already the world’s 
longest at 8,300km, to quintuple in length by 2015. Beijing, having completed 
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one of the world’s largest airport terminal buildings in 2008, will get a whole new 
airport. So will 54 other cities, increasing the total airports number by nearly 
one-third. These investments, officials hope, will help to boost urban growth, 
and with it consumption. Infrastructure targets are usually met in China because 
governments have little trouble with “not-in-my-backyard” protests.356 
 
FIGURE 29 
GOVERNMENT DEBT AS % OF GDP 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: CEIC China Database 
Made by: The Economist 
 
Why does China keep building? Because building creates jobs and 
wealth for those who are associated with all that development. Of course, 
nothing is ever a bubble until it bursts. Even an empty city is not a convincing 
warning to those who remember that it took Shanghai many years to build its 
now booming Pudong business district. Although some of those pristine new 
bridges, roads, tunnels and buildings may be underused today, they might 
prove to be just the catalyst needed to keep the economy driving forward when 
demand catches up.357 
 
While very few economists doubt that China's growth is going to slow 
eventually, it's a question of how much and how soon. Will the landing be hard 
or soft? The signs are mixed. GDP growth has moderated slowly in the past few 
quarters rather than falling off a cliff (though it's worth noting that Chinese 
economic figures, as released by the government, can be questionable). Yet in 
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many parts of the economy, the bubble continues to expand. Local-government 
debt grew about 30% in 2010 from the previous year. In the first six months of 
2011, Chinese investment in real estate was up 33% from the same period in 
2010.358 
 
                IMAGE 23 
                 CHINA’S INFRAESTRUCTURE GROWTH ABOUT TO COLLAPSE 
 
Source: The Financial Times. 
Made by: Ingram Pinn. 
 
If the party's attempt to stop the easy money running to state-owned 
enterprises, results in a dramatic decline in property values, the outcome could 
be an earthquake in the Chinese financial system that would be felt in the U.S. 
and thus the world. In the past, loans made by state banks to big government-
related businesses created a significant amount of bad debt that had to be 
written off. 359 
 
 In 1998 and 2004-05, loans totaling about $500 billion were classified 
as nonperforming, and state officials transferred them to special investment 
vehicles in an attempt to create the appearance of containing the problem. But 
because the state, which owns the biggest banks, and thus the people's 
savings, ultimately pays the price of any write-off, households bear the cost of 
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the cleanup. Chinese banks are the original “too-big-to-fail” financial 
institutions.360 
 
If the bubble pops, the consequences will be very serious to the world. 
But if China succeeds in moving away from its model of cheap land and cheap 
capital and makes a smooth transition to an economy based more on domestic 
demand, hallelujah. But if Chinese land prices plummet, there will be less 
demand for raw materials and a sharp decline in world commodity markets and 
global trade in general, which will cause a negative and event dramatic impact 
to all.361 
 
3.1.3. China’s Main Challenges and its International Role.  
 
In spite of all the amazing economic data, China’s leaders appear more 
nervous now than at any time for over a decade. They have massively 
increased spending on domestic security, which in the 2011 budget has 
overtaken that on defense for the first time. The government has been reviving 
a Maoist system of neighborhood surveillance by civilian volunteers. Also during 
2011, the police have launched an all-out assault on civil society, arresting 
dozens of lawyers, NGO activists, bloggers and even artists. The Arab 
revolutions have spooked the leadership. From its perspective, the system 
looks vulnerable.362 
 
The “growth-at-all-costs” model followed in the past three decades, has 
had enormous costs on Chinese society. Yet despite undrinkable water and 
unbreathable air in many parts of the country, the Communist Party continues to 
enjoy widespread support; its P.R. (Personal Relations) machine emphasizes 
its efforts to redress China's humiliation at the hands of the West in the 19th 
and 20th centuries.363 
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FIGURE 30 
CHINA’S GDP AT CURRENT EXCHANGE RATES 
 
 
 
 
  
 
 
 
 
 
 
 
 
 
 
 
Source: Economist Intelligence Unit 
Made by: The Economist 
 
Even intellectuals who protest about personal-freedom and civil rights 
issues seem to do that through a sort of sincere patriotism. Unfortunately, the 
damages caused by enormous growth are starting to show up everywhere. 
Mass protests of party abuses, often the taking of land without fair 
compensation, have been multiplying so steadily that the government, departing 
from past protocol, did not publish the number of them in 2010. At government 
facilities in many regions of the country, there have been explosions set off by 
citizens so disaffected that they didn't care about the consequences.364 
 
Despite the government’s calls for more evenly shared prosperity, the 
gap between rich and poor and between cities and countryside has continued to 
widen. Since the current administration took office in 2003, absolute poverty 
has dropped markedly. 365 
 
But the number of people in relative poverty (with 50% or less of the 
median income) grew from 12.2% of the population to 14.6% between 2002 and 
2007, according to research by Terry Sicular of the University of Western 
Ontario and Li Shi and Luo Chuliang of Beijing Normal University.366 By the end 
of the plan period the goal of establishing a “harmonious socialist society”, a 
favorite slogan of the current government, appears even more remote than at 
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the beginning. Protests over local injustices, already running at tens of 
thousands a year, are becoming more frequent.367 
 
On the other hand, China’s demographic advantage, an abundant 
supply of labor in the countryside, is beginning to decline. In a few years the 
working-age population will peak. It will become increasingly difficult to maintain 
the rapid rate of urbanization that has been one of the main drivers of growth 
without huge and politically risky policy changes. Looking towards the 2020s, 
many Chinese economists worry about falling into a “middle-income trap”: 
losing competitiveness in labor-intensive industries but failing to gain new 
sources of growth from innovation.368  
 
In other words, some worry that China could be approaching a 
Japanese-style crisis: a boom in exports and investment along with bubbly 
property markets, followed by many years of stagnation. In China’s case the 
added problem would be that it has not yet got rich. Officials and experts debate 
endlessly whether the country is slowly heading towards this “middle-income 
trap”.369 
 
FIGURE 31 
CHINA’S POPULATION AGED OVER 65 AS A % 
 OF LABOR FORCE 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Economist Intelligence Unit 
Made by: The Economist 
                                                        
367
 Cfr. THE ECONOMIST, Rising power, anxious state, op. cit. 
368
 Cfr. Id. 
369
 Cfr. THE ECONOMIST, Beware the middle-income trap, http://www.economist.com/node/18832106, Access: 
December 20th 2011, 17:19. 
 
123
Another big worry for the Communist Party is the increase of inflation 
figures. Indeed, Chinese leaders are permanently worrying about inflation, not 
least because of its role in fuelling the discontent that led to the Tiananmen 
Square protests of 1989. As China’s banks unleashed a flood of credit to 
stimulate the economy, an 87 per cent expansion in M2370 money supply since 
January 2008 has given rise to stubborn inflation, which has been exacerbated 
by food supply disruptions and rising commodity prices.371 
 
But even though inflation rose to 5.5% in May 2011, considerably above 
the government’s 4% target for the year, it shows little sign of returning to 
previous highs of about 20% in 1988 and more than 25% in 1994. It also has a 
useful political side-effect, easing some of China’s tension with the U.S. over 
the value of its currency. The U.S Treasury says that because of the higher 
inflation rate in China, the yuan is in effect appreciating against the dollar by 
more than 10% a year.372 
 
 Chinese leaders have been debating whether to push interest rates 
higher, although Chinese policymakers have become more tolerant of medium 
rates of inflation.373 Chinese Officials have indicated that they might use a form 
of “targeted easing” in case of a downturn in 2012, meaning monetary policy 
could remain prudent but preferential credit terms would be available to projects 
relating to affordable housing, rural development and small businesses.374 
 
As for China’s foreign policy, it is understandably that China deserves a 
big say in what goes on in its neighborhood. But what most people haven't 
noticed yet is that Beijing also wants to write, or, at least, help write, new rules 
of the road for the world. "China now wants a seat at the head of the table," 
says Cheng Li, director of research at the John L. Thornton China Center at the 
Brookings Institution. "Its leaders expect to be among the key architects of 
global institutions."375 
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  Now China has more worldwide influence, and public opinion at home 
has taken on a combative tone. So with one eye on China's national interests 
and the other on domestic critics accusing the regime of "indulging" the West, 
Beijing has begun to push harder to reshape international systems to make 
them more China-friendly.376 
 
Ironically, U.S. officials often complain that Beijing isn't more involved in 
running the world, declining to help security efforts in Afghanistan, for instance. 
But in most such cases, China is being asked to take part in a system it didn't 
set up, one it views as inherently biased in favor of the West. The Chinese are 
far more eager to participate in groups they've had a hand in building, like the 
Shanghai Cooperation Organization, a sort of Central Asian NATO in which 
China (as might be guessed from the name) plays the leading role. While that 
alliance started out as something of a joke in 1996, it's grown into a pillar of 
regional security.377 
 
Chinese have now an odd mix of confidence, pride, and insecurity. On 
the one hand, China knows its technological capabilities are dramatically 
improving and sees a chance to move beyond the West in certain fields. 
"There's always been this feeling in China and a number of other developing 
nations that the West was the place to be, but now suddenly it's not," says 
Ruchir Sharma, head of emerging markets for Morgan Stanley Investment 
Management. Chinese scientists and researchers are going back home to 
conduct original research at well-funded labs.378 
 
On the other hand, the Chinese worry that if they're not involved in 
writing the new standards, those could be manipulated by their enemies. The 
regime has tried to bar government computers from running Microsoft software, 
for example, largely because it's assumed that such software might include a 
"back door" that would allow the U.S. government to launch cyberattacks 
against China.379 
 
Indeed, while China isn't necessarily looking to take over the world, its 
actions put Chinese interests foremost. Beijing's space programs are highly 
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secret, but they've been accelerated in recent years with the first successful test 
of an antisatellite weapon in 2007, followed in 2010 by the launch of an exo-
atmospheric surface-to-air missile (which some Western security experts think 
may actually be a new satellite-killer weapon). That same year China conducted 
its second unmanned lunar exploration. In 2011 it launched a space module for 
the country's first docking exercise, all leading up to a 2013 moon landing. With 
NASA's budgetary rollback, China is now the only country making major 
investments in space exploration.380 
 
The idea that as China got rich it would simply become more like the U.S, 
or at least more sympathetic to the U.S. agenda, is turning out to be wrong. 
China has never been transformed from without, and it's unlikely to be now. 
Among ordinary Chinese, pride in their nation's prospects is matched by a 
feeling that it's all still too new and precarious. 381  
 
The dizzying pace of change is having a particularly dramatic effect on 
younger Chinese, turning them inward and making them more nationalistic—a 
trend that experts like Hudson Institute fellow John Lee believe to be a factor in 
China's new and more aggressive policies on security, trade, and foreign affairs. 
That aggressiveness is only likely to increase between now and 2012, when the 
top leadership of the Communist Party will be changed.382 
 
Equally important is how China is regarded internationally. Americans 
aren't the only ones concerned about China’s rise. Across Asia, China's every 
move is now watched with great attention. In 2010, as China asserted its 
sovereignty over disputed waters and islands in the South China Sea, it upset 
neighbors from Japan to South Korea to Vietnam. In 2011, Beijing has been 
more diplomatic, but tensions persist. At the Asia-Pacific Economic Cooperation 
(APEC) summit on Nov. 12-13 2011, many leaders echoed Singapore's Prime 
Minister when he said the U.S. was welcomed in the region and that its 
presence would "do good." The U.S. announced on Nov. 16th 2011 that it would 
for the first time establish a formal military presence in Australia, a base in all 
but name.383 
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The Obama Administration is now quietly re-engaging in Asia, reversing 
the troop cutbacks of the Bush Administration, which was more focused on Iraq 
and the Middle East. Asian diplomats had often complained that U.S. 
participation at regional summits was too low-level. Obama's attendance at the 
APEC summit in November 2011 marks a shift in that approach.384 
 
China might well view this as the start of a containment policy. But the 
Chinese authorities should reflect on the changing attitudes toward their country, 
from businessmen in the U.S. to peasants in Africa to diplomats in Australia. 
People are waking up to China's enormous impact on the world, and that leads 
to very close scrutiny of everything China does, and does not do. Beijing is 
being held to a higher standard, a superpower standard. This is the way the 
world has looked at the U.S. for decades. Welcome to the club.385 
 
What's worrisome is that China seems content to act narrowly and 
exclusively in its own interests, unconcerned about helping maintain global 
rules. It is happy to consume peace, stability and free trade while doing little to 
produce any of these public goods. When it does try to project values, its 
actions seem even more worrying. Consider the awarding of the Confucius 
Peace Prize, China's version of the Nobel Peace Prize, to Vladimir Putin in Nov. 
13th 2011. Does Beijing seriously think this will help its image?386 
 
China is clearly still working out its identity: is it a rich nation or a poor 
one, a major power that should lead on global issues or a developing one that 
should simply look out for itself? The answer to these questions will determine 
the future of the international system. We will have to wait and see. 
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IMAGE 24 
“MADE IN CHINA” CRASHES THE WORLD 
 
 
 
 
 
 
 
 
 
 
Source: The Financial Times. 
Made by: Ingram Pinn. 
 
3.2.  India: The Rising Elephant. 
3.2.1. The Next Super Power. 
 
When Great Britain declared India’s independence in 1947, it withdrew 
all aspects related to the British government, but it left behind a concept that 
captivated the Indian elite: Fabian socialism387. Jawaharlal Nehru, disciple of 
Mahatma Gandhi and India’s Prime Minister for sixteen years after 
independence, felt a strong interest for the ideas of the Fabians and perceived 
market competition as economically destructive. Because of him, socialism kept 
a strong influence over Indian economic policy long after the British abandoned 
it. Nehru was fascinated by central planning, considering it a natural extension 
of gathered human activity capable of producing material well-being for many 
instead of for just a few. 388 
 
Therefore, India followed socialist-inspired policies for most of its 
independent history, including state-ownership of many sectors; extensive 
regulation and red tape (excessive bureaucratic regulation) known as "Licence 
Raj"; and isolation from the world economy. India's per capita income increased 
at only around 1% annualized rate and GDP grew at what was known as the 
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“Hindu 3%” in the three decades after Independence. Since the mid-1980s, 
India has slowly opened up its markets through economic liberalization.389 
 
In 1991, after India faced a balance of payments crisis, it had to ask for 
assistance to the International Monetary Fund. The IMF required India to 
undertake a series of structural economic reforms. As a result of this 
requirement, the government of Narasimha Rao and his finance minister 
Manmohan Singh (the current Prime Minister of India) started breakthrough 
reforms.390 The new neo-liberal policies included opening for international trade 
and investment, deregulation, initiation of privatization, tax reforms, and 
inflation-controlling measures. The overall direction of liberalization has since 
remained the same, regardless of the ruling party, although no party has yet 
tried to confront powerful lobbies such as the trade unions and farmers, or 
controversial issues such as reforming labor laws and reducing agricultural 
subsidies. The main objective of the government was to transform the economic 
system from socialism to capitalism so as to achieve high economic growth and 
industrialize the nation for the wellbeing of Indian citizens.391  
 
As of 2010, about 300 million people, equivalent to the entire population 
of the United States, had escaped extreme poverty. The fruits of liberalization 
reached their peak in 2010, when India recorded its highest GDP growth rate of 
10%. With this, India became the second fastest growing major economy in the 
world, next only to China.392 In the past two decades, the size of the middle 
class has quadrupled (to almost 250 million people), and 1 percent of the 
country's poor have crossed the poverty line every year. At the same time, 
population growth has slowed from the historic rate of 2.2 percent a year to 1.7 
percent today, meaning that growth has brought large per capita income gains, 
from $1,178 to $3,051 (in terms of purchasing-power parity) since 1980. India is 
now the world's fourth-largest economy in purchasing power parity. Soon it will 
surpass Japan to become the third-largest.393 
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The notable thing about India's rise is not that it is new, but that its path 
has been unique. Rather than adopti
labor-intensive, low-
its domestic market more than exports, consumption more than investment, 
services more than industry, and high
This approach has meant that the Indian 
from global downturns, showing a degree of stability that is as impressive as the 
rate of its expansion.
Recession. India could deal very well with
Indian consumer pushed the economy forward
is also more people
40 percent of GDP growth i
economy's health and 
capital or labor.394 
 
Of course, India is famous for its IT
outsourcing services. The economic liberalizations under Singh combined with 
the drop of the communications costs, the capacity of the educated Indians to 
speak English and low wages pushed India to the first place in the provision of 
services to outsourcing companie
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other services based on the Internet. The Indian software engineers have 
helped the world to be up to the challenges of the XXI century.395   
 
Indian firms like Infosys, Tata Consultancy Services and Wipro 
practically invented the entire offshore IT-services industry. At their ever-
expanding campuses, these companies train and absorb thousands of new 
hires each year while extending their reach to every corner of the globe. They 
also tend to operate core manufacturing and service businesses in advanced 
economies. These companies have helped propel the Indian economy to higher 
growth rates and create almost half of the new urban jobs during the past 
decade.396 
 
Domestic consumption in an awakening market of 1.2bn people, strikes 
many as a sure bet for the next 40 years, with opportunities in infrastructure, 
retail and education. Its leading companies, particularly in the IT outsourcing, 
automotive and pharmaceutical sectors, continue to expand their global 
footprint. One of the most often quoted figures to illustrate the promise of a 
domestic market of 1.2bn people is the number of new mobile telephone users 
who sign up each month. This raised skeptical eyebrows when it was 5m a 
month. But now the figure has grown to nearer 15m a month. Mobile operators 
are driving growth by offering call rates for less than Rs (rupees) 1 a minute.397  
 
The new India belongs to a visionary breed of business people who see 
greater possibility for their companies within India and beyond than at any other 
time in this country’s history. Among them is Ratan Tata, chairman of Tata 
Group. Not only has his conglomerate launched the Nano, the world’s cheapest 
car, it has set out on the most ambitious foreign expansion of an Indian 
company, buying foreign companies, including car companies like Land Rover 
and Jaguar and the Anglo-Dutch steel maker Corus.398 
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       IMAGE 25 
            INDIA’S TOP 20 LISTED FIRMS BY MARKET  
         CAPITALISATION ($BN)  
 
 
 
 
 
 
 
 
 
 
 
 
Source: Bloomberg Market Data 
Made by: The Economist 
 
 In 2010, cross border mergers and acquisitions (M&A) saw a strong 
revival; deals in and out of India were five times the value of the previous year. 
More outbound acquisitions were made last year than inbound, reflecting the 
increasingly global nature of Indian companies. Overall M&A activity was 
estimated at about $45bn by Grant Thornton, the auditing group, for the first 11 
months of 2011.399  
 
India is also one of the most promising destinations for foreign direct 
investment (FDI). Ministers talk ambitiously of attracting investment of $1,000bn 
into infrastructure within five years. In the first 10 months of 2010, India 
attracted $78bn in FDI. Another important business in India is the diamond 
industry. This is one of India’s great business success stories from the past 30 
years. One of the country’s key export sectors, its polishers import rough 
diamonds, cut and then export them to the big jewelry markets of the US, the 
Gulf and Europe. In 2011, India had a 55 per cent market share of the world’s 
diamond cutting and polishing business. Some 800,000 jobs were created in 
this sector by virtue of India’s low-cost but technically skilled labor force. And 
the sector is at the forefront of the economy’s integration into global markets.400 
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The past half-century of Asian economic history tells us that sustained 
development ultimately depends on entrepreneurship, a strong private sector, 
rule of law and political openness. India possesses these crucial building blocks 
of economic progress. And that is why, in the opinion of many, India could 
overtake China as the world's premier emerging economy.401 
 
FIGURE 33 
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But not everything is shiny for the Indian economy; many reforms need 
to take place if the economy is not to grow by “default” but by design. But in the 
way of reform is an enormous and corrupt bureaucracy. Next, I address India’s 
problems. 
 
3.2.2. The Problems of an Emerging Superpower. 
 
Not only is India the world’s most populous democracy, it is also one of 
its messiest. It holds periodic elections, but nearly one fifth of the elected 
representatives it sends to Parliament have some criminal record. Its 
Constitution guarantees freedom of expression, but journalists in India often get 
physically attacked for what they write. Its laws permit peaceful demonstrations, 
but the police can impose restrictions and even prevent demonstrations from 
taking place if the demonstrators, in their opinion, are likely to affect peace.402 
 
Political, bureaucratic, corporate and individual corruption in India are 
major concerns. A 2005 study conducted by Transparency International in India 
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found that more than 55% of Indians had first-hand experience of paying bribes 
or use influences to get jobs done in public offices successfully. Transparency 
International estimates that truckers pay US$5 billion in bribes annually.403 In 
2011 India was ranked 95th out of 178 countries in Transparency International's 
Corruption Perceptions Index.404 
 
That said, the anger in India against corruption is justified. Doing 
business in India remains stuck in bureaucracy, and each delaying tactic 
creates rent-seeking opportunity for bureaucrats at many levels. The World 
Bank ranks India 134th out of 183 countries it surveyed for the ease of doing 
business. People are most angry about two major scandals, involving the 
issuing of licenses for the next generation of mobile telephones for $39bn in 
2008, and the way contracts were awarded for the Commonwealth Games in 
India in 2010.405  
 
Several usually discreet eminent figures have warned of a widespread 
governance deficit that the country can ill afford if it wants to bring greater 
development. While the scandals are huge, several implicated politicians and 
businessmen are in custody facing charges of corruption, and if found guilty will 
spend a long time in jail. The system is slow in India, but apparently it works. 
(Or, as former U.S. Ambassador to India John Kenneth Galbraith put it, it is an 
anarchy, but it functions).406  
 
There is another type of corruption, which corrodes the nation’s strength, 
affecting the poor, police officers seeking bribes from vendors, officials refusing 
to register land titles or authenticate marriage documents, sales-tax officials 
shaking down small businesses. Common citizens of the country pay a bribe 
21,068 rupees ($410.60) while using one or more of the eleven public services 
in a year. As high as 62 percent of citizens think that the corruption is not a 
rumor, but they in fact had the firsthand experience of paying bribe or “using a 
contact” to get a job done in a public office.407 
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Many activists have threatened a hunger strike to force the 
government’s hand. The government has responded by jailing its critics and 
making them heroes. It might seem that India is in a corruption downward spiral. 
But this is India; Indians love drama, and if the past is a predictor, soon there 
will be a photo opportunity, and everyone will declare a victory. Don’t expect 
corruption to end anytime soon, though.408 
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In the economic field, the general outlook does not look promising in 
2012. India's growth has been hit by the fastest interest rate increases since 
1935 and the rupee's decline to a record low, which fueled inflation and 
deterred foreign investment. The government is struggling to tame stubbornly 
high inflation that spent much of 2011 in double figures. The wholesale price 
index rose 8.4 per cent in December 2011, despite an earlier promise by the 
government to cut inflation to 6 per cent by the end of 2011. 409 
 
 As previously said, the Reserve Bank of India (RBI) has been raising 
rates through 2011 to try to bring inflation, under control. At Mumbai “drink 
parties”, after a scotch too many, industrialists can be reduced to tears on this 
subject. The central bank, they argue, has overreacted, killing growth to tame 
an inflation problem that is largely the result of structural factors such as poor 
food supply chains.410 
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Expectations for India’s economic growth rate have been 
inexorably. In the early spring
being the new “natural
make the country an economic superpower in a couple
look  different. 411 
 
The latest GDP growth figure slipped to 6.9% and in
numbers released on December 12
with the previous period, a miserable state of affairs. The slump looks broadly 
based, from mining to capital goods, and in severity compares with that 
experienced at the height of the financial crisis, in February 2009, 
of 7.2% took place. Pretentiousness is turning to panic.
 
Another significant problem for India is inequality. Crucial to its
and its global standing, is whether higher growth is changing the lives of the 
poor to reduce some of the domestic risks, such as insurgencies, surrounding 
inequality. Amartya Sen, the Nobel laure
are critical of an often singular focus on headline growth numbers, without 
giving greater consideration of the chronic undernourishment 
growth of half the country’s children. “Until the number of malnourished children 
and illiterate women has been reduced
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blowing,” says Jean-Pierre Lehmann, founder of the Evian Group, a think 
tank.413  
 
The country’s ability to transform the lives of many of its 1.2bn people is 
uncertain. The poor are faced with rising food prices and undiminished worries 
about food and energy security. In coming years, wider distribution of India’s 
growing prosperity and shared benefits of global integration are vital if good is 
to outweigh the bad.414  
 
The Indian economy hasn't been growing as quickly as China's, nor has 
its industry imprinted as deep a mark on the global economy. India has more 
than twice as many people trapped in desperate poverty, while its fractious 
democracy traps policymaking in long-winded debates and ideological battles 
unthinkable within China's autocratic government. Beijing and Shanghai are 
connected by high-speed trains; their streets are lined with modern office towers. 
In New Delhi and Mumbai, the dusty lanes remain lined with barefoot 
vagabonds and chaotic with motorized rickshaws.415 
 
The IT industry and other services isolated in the modern cities of 
Bangalore, Hyderabad, Ahmedabad, Mumbai and New Delhi skipped the XX 
century and jump directly to the XXI. But, as one government official complain 
on a BBC interview in 2007: “ If you leave the glamour of some of the cities you 
go back to the XIX century”. The overall infrastructure of India is decrepit unable 
even of offering reliable electricity supply.416  
Rural India is trapped in a level of poverty only surpassed by Sub-
Saharan Africa. Is there that a big part of illiterates reside (two fifths of the adult 
population) and the majority of the 250 million Indians that live with less than a 
dollar a day. Half of Indian households do not have electricity.417   
India has some serious problems, many of which can be a result of 
years of reform procrastination. Years of government drift418 have meant a loss 
of momentum on reform, from building infrastructure to controlling corruption. 
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That drift was symbolized by the ruling coalition’s decision in November 2011 to 
allow foreign supermarkets into India (Wal-Mart for example), which it was 
forced to reverse two weeks later after widespread protests and objections from 
the smaller parties it relies on to stay in power. India’s economy can be seem as 
a bicycle, it needs to keep moving fast to be stable. Once conviction in the 
destination falters, companies curb investment and hope turns to fear that the 
country’s problems may be intractable. Much needs to be done.419 
 
3.2.3. India’s International Role and its Need for Reform. 
 
India has never looked so good, nor so bad. In the eyes of global 
leaders and investors, the country is “coming of age”. A procession of 
statesmen has acclaimed India as a responsible, rising power, inviting it to take 
a seat at the top table of world affairs. Mr. Obama, for example, described the 
country as “emerged” rather than emerging and identified the relationship with 
New Delhi as one of the defining partnerships in the 21st century. The promise 
of access to US technology and an endorsement of a future permanent seat on 
a reformed United Nations Security Council gave substance to warm words.420 
 
Similar praise was given by four other big powers that seek a closer 
partnership with India. Within six months during 2011, David Cameron, the UK 
prime minister, Nicolas Sarkozy, the French president, Dmitry Medvedev, the 
Russian prime minister and Wen Jiabao, China’s president, landed in Delhi. 
Their visits redefined the country’s global standing, and lent support for India to 
take a greater role in the world’s multilateral institutions. 421 
 
As is necessary for any nation, India’s principal priority is ensuring 
conventional security for its country and its people. In recent years, India has 
built up a strong and capable Army, Navy and Air Force: the third, fourth and 
seventh largest in the world respectively. The sense of a rising super power 
deepened in 2008 when India signed a civil nuclear agreement with the US to 
bring the country’s nuclear program out of international isolation. The restraint 
India showed after the devastating terror attacks on Mumbai, its financial capital, 
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by Pakistani-militants was also a step forward in its transition from big power to 
great power.422 
 
A big concern for India is the need to develop nuclear capability. India 
has two nuclear weapon powers on its borders, China and Pakistan and one 
would-be nuclear weapons power in its immediate location, Iran. As seen 
through historical facts, relations with these first two powers are unstable; India 
has fought wars with both in recent decades and tensions rise and fall over 
border disagreements. In this context, India continues to focus on its own 
nuclear resources, and is very sensitive to intimidation of control by any other 
power.423 
 
India’s main conventional threat is perceived to be Pakistan. These two 
nations had a military stand-off in late 2001 and early 2002 following an attack 
on the Indian Parliament. While India’s military is vastly larger than Pakistan’s, 
this numerical supremacy is somewhat mitigated by the topographic limitations 
of their western border, which restricts the number of troops that India could 
deploy against Pakistan at any one time. 424  
 
Moreover, India also has tense relations with another of its neighbors, 
China. The security establishment views neighboring China, with whom trade 
has boomed to $60bn a year, as far more of a menace than a partner.  In 1962, 
the two nations fought a war, lost quickly by India, a fact that has long stuck in 
the memories of many Indian military officers.425 
 
As a consequence, India is looking more to the West, as it deepens its 
embrace of a free-market economy, and international markets. The high water 
mark in 2011 was undoubtedly the visit of Barack Obama, the US president. 
India’s top diplomats gave Mr. Obama high praise for “getting the political 
messaging right” and taking forward a new relationship forged by his 
predecessor George W. Bush with the transformative recognition of India’s 
nuclear program.426 
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IMAGE 27 
THE FIGHTING ELEPHANT AND DRAGON  
 
Source: Time Magazine. 
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A further concern for India in order to sustain economic growth at around 
10% is ensuring energy security. According to statistics, India currently imports 
70% of its oil and 50% of its gas; by 2025 it is projected that India will import 
80% of its energy needs. In an effort to ensure access to energy resources, 
India will continue to focus on the Middle East region.427 
 
The final international priority for New Delhi’s government is the need of 
India to take its “rightful” place on the global stage. In so doing, they will 
recognize the importance of building their strategic stature and leadership. 
Despite already being a leader of the developing world, India wants its status 
recognized in the developed world. Given South Asia’s instability, there is much 
scope for India to focus its assets on helping to alleviate the conflicts in its 
neighborhood such as those in Nepal, Sri Lanka and Bangladesh. India’s 
positive role in Afghanistan is also now recognized by the US, France and 
Britain. Given India’s impressive military and soft-power capabilities, as India 
builds confidence and finds its voice, it will become more active in helping to 
create a regional security regime and in pushing stability outwards. 428 
 
But in order to become a global player India needs first to undertake 
some serious reforms in order to ensure stability and progress for its citizens. 
The Government is facing rising popular expectations to make administrative 
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reforms and deliver education and better quality jobs to one of the youngest 
nations in the world, with 70 per cent of the population under the age of 35.429 
 
 Manufacturing in India and even high technology services have been 
affected for decades by labor regulations that destroy jobs. Because of these 
expensive regulations applied to establishments with 10 or more employees, 
more than 40% of employment in the manufacturing sector takes place in 
centers that hire from 5 to 9 workers. The productivity of these Indian 
companies is 20% less than that of the larger firms, due to their inability to 
create economies of scale gain competitiveness and attract workers from the 
rural areas.430  
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This is just one of the many sectors where reform is needed, some 
others, for example, are foreign direct investment, trade, tax, agricultural policy 
and market competition. The case for liberal economic reform has never been 
properly made in India. Reform, when it happens, comes under the weight of a 
crisis, as in 1991, or in furtiveness, as it did subsequently. This “original sin” of 
1991 has contaminated all subsequent discussion of economic policy and there 
lie the roots of the country’s current difficulties.431  
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 Vitally needed regulatory reform has to be implemented in order to keep 
big business at arms’ length432 from politicians and bureaucrats, and, at the 
same time, have a rationalization of the regulatory regime to eliminate the 
incentive for corruption in the first place. In addition, as pointed out by scholars 
and some officials, India needs a thorough renovation of electoral finance to cut 
off the incentive for politicians to accumulate black money with which to fight 
elections.433 
 
As economists are aware, there is both a supply and demand side to 
corruption, and both must be attacked if it is to be eliminated. That would take 
India a long way toward a truly liberal economic order, far from the unfinished 
task of today, which is being castigated by deep but misguided Indian critics 
who see the symptoms but have failed to diagnose the disease.434 
 
The delay in the necessary reforms maybe lays in the little will of the 
country to fully adopt the forces of the market. This is something made obvious 
by the Indian response to economic problems, often only governmental. When 
there was a rising food inflation at the beginning of 2007, the answer was not to 
allow that rising prices permitted and increase of supply, but rather forbid all 
wheat exports for the rest of the year and stop the trading of futures to “stop 
speculation”, the very market forces the Indian economy needs to break up the 
sinister rule of the bureaucracy.435 
 
3.3.  Brazil: The Rising Latin-American Titan 
3.3.1. The Power of Commodities and Public Policies.  
 
For decades, the joke about Brazil has been that it's the country of the 
future, and always will be. Despite enormous natural resources, it has long 
displayed a strange ability to waste its vast potential.436 Now it's beginning to 
look like Brazil may have the last laugh. Brazil, or the Federative Republic of 
Brazil, is the largest country in South America in area and population, with 
about 200 million people. Over the last decade it has also become one of the 
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world’s fastest-growing economic powerhouses. 437  Brazil is a huge country, 
slightly larger than the continental U.S, with vast areas of arable farmland, an 
abundance of natural resources, and 14 percent of the world's fresh water. 
Eighty percent of its electricity comes from hydropower. It has the most 
sophisticated biofuels industry in the world, and, for its size, the world's 
greenest economy.438  
  
While most of the world is consumed with debt and unemployment, 
Brazil is trying to figure out how to manage an economic boom. It was the last 
country to enter the Great Recession, the first to leave it, and is poised to 
become the world's fifth-largest economy.439  
 
In December 2011, the latest figures from the Centre for Economic and 
Business Research's annual world economic league table from the UK, showed 
that Great Britain was now the seventh richest country in the world, and had 
fallen behind a South American nation for the first time: Brazil.440 In 2011, the 
size of Brazil’s economy was $2.52trn versus $2.48trn of Britain.441  
 
Brazil’s economy has yet again become an object of fascination and 
speculation for international investors, academics, pundits, and policymakers 
around the world. This is a country full of natural resources, endowed with a 
large internal market, and home to dynamic and increasingly global 
corporations. The confluence of strong global demand for the country’s major 
products, global successes for its major corporations, and steady results from 
its economic policies have strengthened confidence and even revived dreams 
of grandeza, the greatness that has proven elusive in the past.442  
 
Brazil’s economic potential has been on display in the past. Between 
1947 and 1962, the country grew at an average rate of 6 percent annually and 
was seen as one of the brightest starts in the world economy. During the so-
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called Brazilian miracle period (1968-73), the country enjoyed economic growth 
of more than 10% a year, among the highest in the world. Its industrial sector 
grew at almost 10% a year, and its agricultural exports almost doubled between 
1962 and 1971. Yet the country’s star faded with the debt crisis of 1982 and the 
“lost decade” of the 1980s. Years of macroeconomic instability and high inflation 
followed.443  
 
In comparison with the Brazilian miracle of the 1970s, the country’s 
bright prospects appear to rest on a more solid foundation this time around. The 
country is now a stable, vibrant democracy, not a military dictatorship. It has 
enjoyed a sustained period of low inflation and conservative macroeconomic 
management, in contrast to the external-debt-fueled 1970s. 444   
 
The 2002 election and the subsequent leadership of President Luis 
Inácio Lula da Silva have demonstrated that a left-wing candidate can win the 
presidency, navigate a sound macroeconomic course, and open the country’s 
economy to global trade and investment. Today, Brazil is more deeply 
integrated with the global economy than at any time in the past forty years.445  
 
The country’s meteoric rise occurred under the quiet stewardship of the 
already named Luiz Inácio Lula da Silva, a former auto plant worker with a 
fourth-grade education, and a doctorate in charisma who served as Brazil’s 
president from 2002 to 2010. Wildly popular, Mr. da Silva, known as Lula inside 
Brazil, presided over the country during a period of significant economic growth 
that solidified Brazil as the center of gravity in Latin America and an increasingly 
important player in the world. Mr. da Silva fostered this growth through a centrist 
combination of respect for financial markets and targeted social programs, 
which lifted millions out of poverty.446  
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Lula is still admired as Brazil’s most towering contem
leader. One thing obvious to him
Brazil's rich and poor. He gave the poor families a monthly stipend of $115, just 
for sending their children to school and taking them to doctors. The infusion of 
cash helped lift 21 million people out of poverty
creating an unexploited
Lula said, "If there is something I am proud of, it is to have told my people that 
we are not second-
in ourselves, and then people have started to 
da Silva was succeeded by 
Her election was seen as a call to continue the economic and social policies of 
her popular predecessor. Ms. Rousseff served as chief of staff for Mr. da Silva 
and was his hand-picked candidate.
 
Brazil’s status among the world’s rising economic powers emanat
from a favorable conjuncture of external forces and internal strengths. The entry 
of hundreds of millions of people into the middle class in China and India has 
boosted demand for many of B
and Brazil’s resource wealth appears dest
were made in 2007 in Tupi. 
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exporter of oil, with enough reserves for the next 50 years. “God is Brazilian” 
said Lula after these findings were announced.449. 
 
However, Brazil is not only benefiting from historically high commodity 
prices, which have proven to be temporal. It is also benefiting from its sustained 
commitment to sound macroeconomic policies; from the strength of its 
corporations, which are achieving global success across a variety of sectors; 
and from the legacies of its policies on alternative energy and agricultural self-
sufficiency, which were put in place in the 1960s and 1970s but are now 
delivering unanticipated benefits. 450 
 
Brazil is currently the largest producer of iron ore in the world and the 
world's leading exporter of beef, chicken, orange juice, sugar, coffee and 
tobacco, much of it bound for China, which has replaced the U.S. as Brazil's 
leading trade partner. But it's not just commodities that are driving the Brazilian 
boom. The country has a substantial manufacturing base and a large auto 
industry. Aviation giant Embraer is the world's third-largest aircraft manufacturer, 
behind Boeing and Airbus and a main supplier of regional jets to the U.S. 
market.451 A surge in deal-making and the resilience of Brazil’s currency, the 
real, has attracted foreign investment bankers, hedge fund managers and 
venture capitalists. Well-educated Brazilians are returning from abroad. 
Compensation in some executive offices now rivals the pay on Wall Street.452 
 
Yet, sustained growth and ascension to the ranks of the global economic 
powers has eluded many resource-rich countries. Why might Brazil succeed 
where others have failed? One possible answer is that the country is obtaining 
the benefits from its legacy of policies that were intended to advance its self-
sufficiency and autonomy from international markets but are now paradoxically 
conferring important advantages for engaging with the world economy as its 
leadership seeks to seize opportunities in globalizing capital, product, and 
energy markets.453 
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                FIGURE 36 
                     SOME ECONOMIC INDICATORS OF 3 LATIN AMERICAN COUNTRIES 
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Also prominent was the state’s role as business manager and economic 
planner. As manager of state-owned businesses, the Brazilian state has a 
mostly typical record, but one punctuated by prominent successes, especially in 
aircraft manufacturing, biofuels, and petrochemicals. There was a notable 
involvement of the Brazilian state in technological development through 
investments in research centers and institutions.454 
 
In sectors such as informatics, the state played the role of “midwife,” 
trying to assist in the emergence of new entrepreneurial groups or to induce 
existing groups to venture into more challenging kinds of production. This role 
was facilitated by a range of instruments, including protective tariffs, subsidies, 
targeted credit, and government help for local entrepreneurs negotiating with 
foreign investors.455 
 
Policies put in place in the 1960s and 1970s helped to stimulate the 
agribusiness and biofuels sectors and to develop strengths in selected 
manufacturing areas. Through entrepreneurial vision, a number of Brazilian 
producers have been able to translate this policy legacy into competitive 
advantages in global markets now that the country’s policy orientation has 
turned outward and global demand has shifted favorably. 456 
 
                                                        
454
 Cfr. Id. 
455
 Cfr. MARTINEZ Leonardo, BRAINARD Lael, Brazil as an Economic Superpower?: Understanding Brazil’s Changing 
Role in the Global Economy, op. cit. 52. 
456
 Cfr. Ibid., 54 
 
147
According to projections by Goldman Sachs, Brazil would have to grow 
by about 4 percent a year from 2005 through the middle of the century to 
become the world’s fourth-largest economy. Whether these growth rates will 
come to pass will depend, among other things, on whether Brazilian firms are 
able to capitalize on new opportunities in the global economy and Brazilian 
policymakers pursue deeper global economic integration and well-designed 
public policies.  As for now, as President Obama said: “Brazil is no longer the 
country of the future, but of the present”457 
 
3.3.2. The Dark Side of Brazil's Rise. 
 
Brazil is booming thanks to a tectonic shift in global investing toward the 
developing world that has lifted its stock market, strengthened its currency and 
provided financing for new ports and World Cup soccer stadiums. But while 
foreign investment is mostly a good thing, there are downsides. The abundance 
of cash has helped fund riskier bank loans and fueled a potential real-estate 
bubble. By some measures, the Brazilian real is now the world's most 
overvalued currency, and many local factories aren't competitive in global 
markets.458 
 
Daily life has become so expensive that movies, taxis and even a can of 
Coke cost more in São Paulo than in New York. Rio de Janeiro apartment 
prices have doubled since 2008, and office space in São Paulo is suddenly 
more expensive than Manhattan. In many cases, investment banks must pay 
their Brazilian bankers and analysts more than they would get doing the same 
job in New York.459 
              
Concern about the strong real is a key reason why Brazil's central bank 
cut its benchmark interest rate by half a percentage point to 12%, reversing 
course after a year of rate hikes. Even after cutting its interest rates Brazil has 
among the highest real interest rates. The move risks spurring inflation and 
generated a debate in Brazil on whether the central bank had succumbed to 
political pressure. But Brazilian officials say the country's high rates have 
attracted speculative foreign investments that increase the value of the Real 
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Some executives in Brazil worry that the cost of doing business has 
risen so fast that their country may be unable to become the manufacturing 
power it has aspired to be for generations. "Ever since I was a little girl I always 
heard Brazil was the country of the future. Now that the future is here, I am 
starting to fear it will be brie
Officer of Brazil's flagship manufacturing firm, Embraer SA, the world's No. 3 jet 
maker. Embraer, a major exporter, says it is investing in equipment to lower its 
labor costs at home and opening more plants 
 
Brazilian industrial production fell 1.6% in June 2011
since the 2008 global financial crisis. Factories are losing their overseas 
markets and getting beat by cheap imports because Brazilian labor, parts and 
transport have first
world disadvantages, like bad roads, poorly educated workers and high crime 
rates.462 
                                                       
460
 Cfr. LYONS John, Dark Side of Brazil's R
http://online.wsj.com/article/SB10001424053111904716604576544722103262938.html
13:00. 
461
 Cfr. THE FINANCIAL TIMES, Brazil: Things starting to get hairy
things-starting-to-get-hairy/#axzz1iVWZSH4u
462
 Cfr. PEARSON Samantha, Brazilian assets dumped despite robust economy
http://www.ft.com/intl/cms/s/0/962942a6
2011, 09:02. 
2947,73
0
500
1000
1500
2000
2500
3000
3500
1990
ly indications that the Brazilian 
460
  
 
FIGURE 37 
BRAZIL’S INFLATION RATE (%) 
 
 
f," said Cynthia Benedetto, the Chief Financial 
abroad.461 
 for the first time 
-world price tags, even though Brazil still has all its third
 
ise, 
, Access: January 3
?, http://blogs.ft.com/beyond-brics/2011/11/18/brazil
, Access: January 3rd 2011, 15:41. 
, 
-c27b-11e0-9ede-00144feabdc0.html#axzz1iLyYDQGp, Access: January 4
2075,83
16 8,42 6,59 4,19 5,6
1994 1996 2002 2004 2006 2008
148
 
-
rd
 2011, 
-
th
 
5,03
2010
  
S 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: IndexMundi
Made by: Germán Guerra Silva
 
Learning to manage abundance is an unusual 
historically struggled to attract investment flows as it waved between currency 
crashes and economic crises. But efforts
inflation and lower the debt load starting in the 1990s have resulted in
billion in foreign reserves and investment
& Poor’s became the third ratings agency in 2011 to 
debt in a vote of confidence for the country that stands in contrast to the 
situation in Europe and the US.
 
The plans have been laid. The economy is growing. Investors are lining 
up, confident that regulations can be trusted. “For the first time in the history
Brazil we have an excellent environment for investment,” says Alexandre 
Chequer, partner at Mayer Brown, an international law firm, in S
Moody’s, Fitch and
ratings for Brazil to reflect t
which Brazil’s foreign currency credit rating was raised one notch to “BBB” and 
its local currency rating to “A
the fast-growing large emerging markets, led by Ch
advanced economies.
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Money flows easily into Brazil because it has a free-floating currency 
and sophisticated stock, bond and derivative markets, unlike China. Indeed, 
many investors seeking exposure to China get it by investing in Brazil instead 
because it's a major seller of raw materials to the Chinese. Of course, capital 
that floods into a country can flood out of it. Leaders in emerging economies are 
concerned that a financial catastrophe in the developed world, such as 
sovereign defaults in Europe, could cause a sudden reversal of investment 
flows. That would prompt falls in currency, real estate and other prices that have 
soared in places like Brazil during the boom.465 
 
    IMAGE 29 
           BRAZIL’S FOREIGN CAPITAL FLOW 
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Brazil’s President Dilma Rousseff's has fought a difficult battle to keep 
the real from rising. Brazilian officials blame near-zero interest rates in the U.S. 
and Europe for making it possible for hedge funds to borrow cheaply in the rich 
world to place bets in Brazil. "We have to defend ourselves from this immense, 
fantastic, extraordinary sea of liquidity that finds its way to our economies in 
search of returns that it can't find in its own”. Brazil has been announcing new 
measures almost monthly to reduce the flow, such as a tax on bond purchases, 
to offset its impacts, such as a multibillion dollar package of subsidies for 
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manufacturers hit by the soaring real. Manufacturers say the currency is still too 
strong and the subsidies aren't enough.466 
 
It turns out that international capital flows a lot like water. Close one 
hatch and it pours into another. Brazilian officials suspect that when the country 
moves to restrict speculative investments, the money is being disguised as 
direct investments in companies. The evidence is a 260% spike in foreign direct 
investment to $38.5 billion in the first six months of 2011. Due to these 
investment flows, one of the hottest debates in Brazil these days is whether 
high prices of everything from cars to houses are a bubble that will pop.467 
 
Indeed, The cash inflows have heated up the Brazilian real-estate 
market as well. A group of Brazilian homebuilders such as Gafisa SA and 
Cyrela SA raised hundreds of millions of dollars in share sales in recent years, 
mainly to U.S. investors. The money helps them build homes for Brazil's 
emerging middle class, a good thing. But cash-rich home builders have bid up 
the prices of available land in big cities, causing a spike in home prices, 
according to Sergio Freire, chief executive of real-estate brokerage Brazil 
Brokers. Credit bubbles are another concern.  
 
Credit is rising rapidly in the big emerging-market countries—Brazil, 
Russia, India and China. In 2011, loan-default rates have ticked up in Brazil. 
The strong real is an even bigger problem for manufacturers. Humberto Barbato 
owns a company that makes parts for high-power transmission lines. Decades 
ago, he benefited from government policies that helped manufacturers set up 
export businesses. Now the currency is pricing him out of hard-won overseas 
markets.468 
 
Smart measures need to be implemented by the government if it wants 
to control the capital inflows but not damage the FDI in the country. But what 
now is a problem could stop being that due to some terrible financial event, like 
a default in Europe, scares investors who flee the country and sink the currency 
and investment hitting hard Brazilian interest. For Brazil’s own sake it is better 
to have problems derived from a country’s success than those much worse 
caused by the lack of confidence.  
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3.3.3. Brazil’s Main Challenges and International Role. 
 
Right in the middle of a wave of optimism in 2010, Brazil obtained the 
role of organizer of the Soccer World Cup of 2014 and defeated the U.S. over 
the seat of the 2016 Olympic Games. With these two big achievements, Brazil 
is about to make its grand entrance on the global stage.469  
 
IMAGE 30 
BRAZIL’S INTERNATIONAL EVENTS LOGOS 
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More than a century ago, before it became a republic, Brazil was an 
empire with occasional designs on neighbors’ territory, often serving as an 
arbiter in disputes in Latin America. Brazil now relies on sophisticated 
diplomatic corps, rising foreign aid payments and the deep pockets of its 
development bank, a financial giant that dwarfs the lending of the World Bank 
and has become a principal mean for Brazil to project its power across Latin 
America and beyond.470  
 
As the U.S. dominance in the region diminishes and Brazil increasingly 
flexes its newfound political and economic might, it also began to experience 
the pitfalls of the role as well: a pushback against the hemisphere’s rising power. 
Brazilian endeavors are being met with caution in several countries in Latin 
America. A proposal to build a road through Guyana’s jungles to its coast has 
stalled because of fears that Brazil could overwhelm its small neighbor with 
migration and trade.471 In Argentina, officials suspended a large project by a 
Brazilian mining company, accusing it of failing to hire enough locals. There are 
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tensions in our own country, Ecuador, over a hydroelectric plant that led to a 
bitter legal battle. Also, protests by Asháninka Indians in Peru’s Amazon have 
put a Brazilian dam project in doubt.472 
 
But perhaps no Brazilian project in the region has produced as much 
anger as the one in Bolivia. Financed by Brazil’s national development bank, 
the plan was to build a road through a remote Bolivian indigenous territory. But 
it provoked a slow-burning revolt; hundreds of indigenous protesters undertook 
an arduous 523 km march from the Bolivian central lowlands to La Paz, the 
capital, denouncing their onetime champion, Bolivia’s President Evo Morales, 
for supporting it. Mr. Morales, suddenly found himself at odds with an important 
part of his political base, defending a Brazilian project that could increase 
deforestation. He eventually yielded to the protesters’ demands and ruled out 
the road. In spite of that, Brazil continues to nurture a group of plans in Bolivia, 
including several hydroelectric projects and an ambitious antidrug policy that 
involves deploying drones on the border and training and equipping Bolivian 
security forces.473 
 
Despite these pitfalls, if Brazil becomes a superpower it would be one of 
a different kind. One that would rather make love, not war. It has no nuclear 
arsenal, and aside from contributing a small number of troops to the allied 
cause in 1944, Brazil hasn't fought a war since 1870. "Why fight?" said a 
government official "With all the pleasures, beach and sun. War? Forget it. 
Soccer? Let's watch a soccer game. Let's go to the beach. Let's drink a 
beer."474 
 
Still, Brazil keeps working to expand its international role and power. In 
November 2011 the vessel475 that will come to define early 21st-century trade 
between Latin America and Asia arrived in Guanabara Bay, the picturesque 
harbor of Rio de Janeiro. The Vale Brazil, commissioned by Vale, the Brazilian 
miner and the world’s largest exporter of iron ore, is the first of a new class of 
bulk carrier, known as the Chinamax. With a capacity of 400,000 tonnes and 
measuring 362m in length and 65m in width, this “goliath” can carry twice as 
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much iron ore as most vessels now plying the route between Brazil and China. 
As these two leading emerging economies draw each other into an ever closer 
embrace, one of the first overseas trips by Brazil’s new president Dilma 
Rousseff was to China, few doubt that the world is witnessing the birth of one of 
the great commercial relationships of the future.476 
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So, is Brazil going to be an economic superpower? If by “economic 
superpower” we mean a country that can use significant influence in the global 
economy, one that is a significant force as a rule maker, not just a rule taker, 
then Brazil is already well on its way. It already has the necessary material 
conditions to have economic influence globally, and it is a dominant player in 
many commodity markets and can exercise market power in some of them. Its 
role in energy markets, as a producer of ethanol and, eventually, oil and gas, is 
large and growing. Its vast rainforests and high utilization of renewables, such 
as sugarcane-based ethanol and hydropower, put it in a strong position to be a 
major player on climate change. And its leading companies are aggressively 
investing abroad, tapping new markets and acquiring assets and technologies. 
This phenomenon may accelerate as Brazilian companies venture abroad and 
acquire cheap, crisis-affected foreign assets and companies.477 
 
Whether Brazil is able to exercise more influence in global economic 
governance will depend on whether it can leverage its growing economic weight 
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to set agendas and shape the debate in key international forums in 
collaboration with other emerging economies. But in areas ranging from climate 
change to trade, Brazil’s ability to exercise leadership internationally will also 
depend centrally on whether its political leaders are able to build domestic 
support for outwardly oriented strategic policies. Brazil’s future role in the global 
economy will in large measure depend on whether and how it chooses to 
integrate further into world markets. This choice, in turn, depends centrally on 
the country’s domestic politics, which reflect its enormous ambivalence on the 
question of openness and contribute to a posture on trade that many agree is 
jeopardizing its economic potential. 478 
 
First, Brazil’s emphasis on South-South trade agreements with countries 
like India and South Africa rather than on trade deals with major developed 
economies makes little sense from an economic standpoint. These South- 
South deals are of little economic consequence, whereas trade agreements 
with major developed economies would deliver far greater economic benefits to 
Brazil. Second, Brazil’s leaders have tended to oversell the benefits of 
Mercosur while showing reluctance to address its major flaws, which are 
undermining its political support. Third, Brazil’s high transportation and 
regulatory costs, along with its high tariff barriers, especially on capital goods, 
on average triple the level in rival emerging markets, harm the country’s 
competitiveness.479 
 
How can one make sense of these incoherent trade policies? One 
answer might be the resilience of deep-rooted groups in key sectors that were 
protected during the period of import-substitution industrialization. Successful 
lobbying by these groups may explain why islands of protectionism remain in 
Brazilian trade policy, even while the country overall has moved toward greater 
openness. The momentum of liberalization will be maintained only if powerful 
export interests emerge and mobilize in favor of greater openness. These 
“liberalizers” are most likely to appear in the dynamic agribusiness sector480. 
 
But while many in Brazil's cities lust for first world status, the third world 
is never far away. For decades, Brazil ignored the decaying slums known as 
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favelas, which are located around Rio, overlooking some of the most valuable 
real estate in the city. They have been a central area for street crime against 
tourists, and safe havens for drug gangs so well armed that they brought down 
a police helicopter a few years ago with heavy machine gun fire. After years of 
looking the other way, the military police have begun to move in. However in 
recent months, some parts of Rio have been a battle zone with the drug 
traffickers burning buses near some of the sports venues. But so far, the police 
have pacified 13 of the most dangerous favelas. And there are 27 more to go.481 
 
There are also massive problems with infrastructure. If the road to 
Brazil's future is long and wide, it is also blocked with traffic and filled with 
potholes. Ninety percent of the roads in the country are still unpaved, and in the 
cities there is not much in the way of public transportation. And there are 
already major delays in the building and renovation of stadiums for the 2014 
World Cup.482  
 
Also worrisome at the time of writing is that the economic boom appears 
to have dissolved, at least for now. The country’s economy slowed in the third 
quarter of 2011, officials said in early December 2011, ending a long stretch of 
growth due to the headwinds now facing Brazil and big economies in Asia, 
notably India and China. Fearing a deeper slowdown, Brazilian authorities 
introduced a fiscal stimulus package, including tax cuts on some appliances 
and food, intended to get consumers to spend again. Nevertheless, Brazil still 
shows indicators that suggest the economy is far from a crisis. Unemployment 
fell in October 2011 to 5.8 percent, a historic low, from 6 percent the previous 
month. The country also maintains $352 billion in foreign currency reserves, 
compared with just $54 billion at the end of 2005.483  
 
There is no doubt that Brazil still has homework to do if it wants to be an 
“emerged economy” in the foreseeable future.  Indeed, as Brazilians like to say: 
“Brazil is troubled, but it is on the right track”. 
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4. ANALYSIS 
 
In the first chapter it could be seen how dangerous it can be when “good 
intentions” of politicians are mixed with a financial sector that only cares for 
profits. Nevertheless, I find unfair to say that the main reason of the subprime 
crisis was the greed of Wall Street. It is like saying that planes crash due to 
gravity. There was a lot more behind the bubble.  
 
Foremost, the subprime crisis shows that there is a problem with the 
values of the American people from top to bottom. It is a problem of people 
taking away what they can just because they can, without thinking of the 
consequences. It is a problem of culture. People are willing to put at stake their 
future in order to get some instant gratification. Those who were the “victims” of 
Wall Street cannot be forgiven just because they didn’t know the problem they 
were getting into when they bought a suspicious mortgage. In general terms 
they knew that they couldn’t afford the house they were buying compared to 
what they were earning.  
 
And in the same way, Wall Street is not free of gild either. In their desire 
to make profits they got involved in what were criminal activities when they lie 
and alter data in order to gain more money. The financial industry became a 
casino where risks were underestimated and where the role of finance was no 
longer allocate resources into productive use, but rather gain more and more 
money out of mere speculation.  
 
It is also striking to see how financial innovation created products that 
very few people could understand like CDOs. This was the kind of innovation 
that is not welcomed because the premise behind it, of better allocating risk only 
made the whole financial system riskier. And when they are mixed with high 
levels of debt, a bomb is created. From average people to investment banks, 
there was an abuse of credit. People wanted to consume more and banks 
wanted to increase their profits using leverage. At the end, this credit bubble 
grew so out of proportion that the real economy was at huge risk.  
 
For me, it is raveling to see how damaging human arrogance can be. It 
was becoming a paradigm to assume that the business cycle was over, that it 
was under control. They talked about the Great Moderation: according to them 
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the market was under control; how further from the truth. A quiet bubble was 
forming: the housing bubble. It is baffling to me how the US’ Government saw 
housing as the best economic indicator of a good economy. It might create jobs 
while the houses are under construction but on the long run the maintenance of 
the fix asset becomes a liability rather than an asset.  
 
The “Great Moderation” gave room to the “Great Recession” and this 
marked the beginning of the new normal: the “Great Turbulence”: a period of 
rapid oscillations and little equilibrium. The US is years from having full 
employment, a normal consequence of a Contraction, when a large 
deleveraging process takes place putting a downward pleasure on prices, 
employment and economic growth.  
 
It is also fundamental to put special attention to global imbalances, 
which were behind the housing and credit bubble. China is saving too much and 
the US spending out of its limits. This process reduced interest rates and made 
credit cheaper. These imbalances are the macro factor behind the subprime 
crisis.   
 
As for the response to the crisis, it is very important to notice that it was 
fast and avoided a Second Great Depression. The role of the Fed was crucial. 
Its chairman, Ben Bernanke, learned the lessons from the Great Depression 
and loosened monetary policy to stimulate the economy. I believe that much of 
the stock market increase and economic growth since 2008 was thanks to the 
Federal Reserve. Those that say it did too much should remember that in case 
of fire you first worry about extinguishing it and then about the wet furniture. 
There will be unpleasant consequences, that is inevitable with any given public 
policy, the important thing to remember is that a financial apocalypse was 
averted. 
 
As for the bailouts, it is dangerous to send the message of a government 
ready to pick up the pieces. By erasing the fear of bankruptcy we make the 
capitalist system much more risky, and even worse, this notion goes against the 
fundamental human concept that actions have consequences. The financial 
sector is no exception, or it shouldn’t be. It is outrages that profits are private 
but losses are socialized. A return to the basics of capitalism is much needed. 
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The core element of my thesis was the financial and democratic crisis in 
the West, and nowhere that’s more evident than in Europe. It is clear to me that 
the implementation of the euro in countries with very different economic 
situations was a huge mistake.  I can’t come to understand how European 
policymakers believed it was a good idea to put under the same currency a 
mediocre economy like Greece with the hypercompetitive Germany without a 
transfer union, without a coordinated fiscal policy. And even worse, to put 
together countries with very different cultures: the consume-crazy South versus 
the frugal North.  
 
The Euro put in evidence this big cultural difference: when the South 
was able to borrow at the same interest rate as the North, their governments 
started to borrow heavily in order, not to re-modern their economies and make 
long term investments, but rather to make happy their constituents and gain 
more votes. Without the euro the debt level of Southern Europe would have 
never been so high as it is today.  
 
Germany is pushing for big spending cuts and austerity measures all 
over Europe. In the German view the current sovereign crisis is a consequence 
of not respecting the fiscal rules. There is truth in that statement but it is also 
true that the country that has benefited the most from the common market and 
the undervalued Euro vs. strong Deutsche Mark is Germany. And it is also true 
that for every surplus country there is a deficit country. The surplus Germany 
benefited from the consumption of the South. So it needs to be careful when 
asking for austerity, because that might0 hurt its exporting economy. As the 
saying goes: “be careful of what you wish for because you might just get it”. 
 
Many say that the “ugly German is back” pushing for austerity and some 
degree of control over national budgets and expenses. For me, that is more 
than logical. If Germany is giving the bailout funds it has all the right to ask for 
some degree of control over how these resources are expended. If the 
problems of the periphery is indebtedness then putting deficits under control 
and public finances in order is more than welcome. Some say that doing this 
during a downturn is not a very good idea, but Germany needs to take 
advantage of the fear the crisis has created to make the south undertake the 
necessary austerity measures.  
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But as chapter two clearly showed, the true fatal flaw of the euro is that 
there was never popular support for its introduction. This was a political effort 
with no real involvement of the people. The lack of a common identity and 
solidarity is proving to be fatal when different countries are sharing the same 
currency. Politicians created the European Union without real Europeans to 
support it. It is obvious now that a big part of the current mess is the euro itself. 
The only thing that stops countries from leaving it is the fear of the 
consequences.  
 
The positive impact that the euro was to have over Europe never fully 
materialized. Rather than bringing a new era of prosperity, the euro has 
doomed millions of Europeans to years of penury. And far from bringing 
together the people of Europe, it is on the verge of tearing them apart.   
 
Another revealing aspect of the crisis is that the Western democratic 
system was weakened under the sovereign crisis.  Europe is divided over how 
to deal with the crisis. And the democratic system has proven to be very 
inefficient when having to take fast and bold action. Politicians care more about 
being reelected rather than doing the right thing and taking unpopular but 
necessary measures in order to solve a crisis that is getting worst by the minute. 
I think that they should remember that maybe the current generation will hate 
them but future ones will thank them and they will be remembered in a positive 
way. 
 
The democratic system has been proven to be so ineffective that elected 
officials were replaced by technocrats in Greece and Italy since they don’t care 
about a career in politics and will be able to put under way the painful needed 
reforms. Germany went so far as to propose that the European Commission 
should appoint someone to control the taxing and spending policies of Greece, 
meaning the replacement of an elected government by a European institution. 
Germany might be right when saying that it should have some control over how 
the bailouts funds are expended if it is giving the majority of money. But this 
kind of statement goes against the principles of democracy that the West 
previously fiercely defended.  
 
In the case of the US, before the crisis there were differences between 
the two political parties, Democrats and Republicans, but after the crisis, 
 
161
ideology positions are the core of negotiations. Pragmatism has been put aside 
and ideology is all that matters. Under such a circumstance almost every piece 
of new legislation becomes a war field. And in a time when audacious political 
action is needed, the inability to pass legislation, and even used blackmail to 
get what a political party want, is really dangerous. During the summer of 2011, 
politicians of the US preferred to put at risk the credibility of the US rather than 
make concessions.  The result: the US lost its precious triple A credit rating by 
Standard&Poor’s. 
 
Talking of levels of sovereign debt is even lest encouraging. Public 
finances of developed countries are a mess. Of course, the increase of debt 
levels preceded the financial crisis but the latter made it obvious how 
unsustainable they were. Falling output and thus falling taxing revenue made 
things worse. Financial markets started to realize that during the subprime crisis 
the governments of the developed world were able to stop a financial 
Armageddon, but if they were the ones in trouble now, there was no one left to 
fix the situation. Therefore, investors started to question the capacity of several 
countries to pay back their debts. The US is not yet paying higher interest rates 
since the Treasury Bonds are considered safe investments, but that paradigm 
might start to break down, especially if the deficit is not put under control, and 
with the current political situation investors shouldn’t have their hopes up.  
 
The final part of my working hypothesis stated that the bad political and 
debt situation of the West would have had as consequence an inexorable 
change of the centers of political and economic power towards the emerging 
markets, specially China, thanks to the implementation of radical structural 
reforms that allowed high economic growth and healthy public accounts 
 
After the facts presented in the third chapter, it is clear that the recession 
accelerated the Downfall of the West. Economic supremacy is certainly a key 
component of power. It is the foundation over all other kinds of power stand. 
China has had rates of GDP growth of 10% for the past decade. India had 
average rates of 8%. That is evidence that an Asia Century has already began. 
The economic engine of the world is no longer the West but the “Rest”. Brazil’s 
commodities and industry has produced rates of economic growth of around 8% 
which in turn has made the country an economic powerhouse and a key 
element of the world economy. 
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It is important to notice that economic power not always translates into 
political power. The current international institutions were designed to serve 
mainly the interest of the West and, thus, emerging powers are skeptical about 
their role. The emerging markets are not ready to take the lead in global affairs. 
They are more concerned about their domestic ones. Inflation is a problem in all 
3 key emerging markets, they also face corruption, red tape, inequality, and 
some version of asset bubble problems that put significant pressure in their 
current and future development. 
 
Structural reforms were, without a doubt, a key element of China, India 
and Brazil road to becoming economic powerhouses. From opening their 
economies to foreign capital to taming inflation, their economic success is 
evidence of the importance of the implementation of good public policies and at 
least a semblance of decent government. Having public finances in order is 
another key element of stability and progress. These countries learned their 
lessons from the previous financial crisis they had to endure in the past. Good 
financial health gave them the possibility to have resources to face downturns 
and room to maneuver when implementing contra-cyclical policies. Their rising 
middle classes provide them with strong internal markets that protect them from 
international shocks and make their future growth more sustainable. 
 
Of course, nothing is inevitable and their path to economic and political 
superpowers is not free of pitfalls. More reforms are needed and changes to 
growth patterns will have to be implemented in the near future. But the 
challenges that lie ahead for these countries are those of rising powers not 
decaying ones, and that is a key fact in order to understand the new world order 
we are already living in. 
 
In my opinion, in Chapter 2 it can be noticed a much closer relationship 
between all elements of this work. In that chapter we can see how the Great 
Recession, explained in Chapter 1, led to a sovereign debt crisis that is right 
now the epicenter of international financial turmoil. This in turn, will determine 
the future role of the West in International Affairs and their importance in 
decision making. In Chapter 2 can also be clearly seen how the Great 
Recession accelerated both the demise of the West and the rise of the “Rest”, 
the former due to huge debt levels and a dysfunctional political system.  It also 
shows how the lack of reforms and bold political action can lead to chaos and 
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the formation of bubbles. The opposite is true in key emerging markets were 
much of its current success is based on reforms and fast political decision, 
exactly what the main Western countries lack right now.  The essence of 
Declinism can clearly be seen in that particular chapter. 
 
In this way, I can say that the general objective of analyzing  the new 
international economic and financial reality after the Great Recession 
establishing its major impacts in the US, Europe and the three main emerging 
markets: China, India and Brazil, was reached. The reader should have a better 
understanding of the world around him. And this in turn, I hope will help him 
better understand how old paradigms are breaking down and new realities are 
creating a new international order that affects all and every region of the world. 
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5. CONCLUSIONS  
 
 
Finally, it is essential to point out that the hypothesis proposed at the 
beginning of this work is true for the reasons below: 
 
•  The abuse of credit in order to alleviate inequality or to leverage 
financial bets, is behind the current economic malaise in the West. Easy 
credit and low interest rates produced huge debt levels compared to 
income, from households to countries, which in turn created a false 
sense of prosperity that encouraged reckless risk taking and the 
formation of asset bubbles. Therefore, the Great Recession was 
produced by a mixture of greed, global imbalances, excess credit and 
dangerous financial innovation. 
 
• What the world is going through right now is a Second Great Contraction 
and not just a severe recession. The developed world is facing a painful 
process of deleveraging that brings output down, unemployment up and, 
in the worst case scenario, produces a deflationary process. The Great 
Depression and the Great Recession have this deleveraging process in 
common. Deflation and a new depression were averted during the 
financial crisis of 2008/09 thanks to the fast and effective action of the 
Federal Reserve. It loosened monetary policy and flooded with liquidity 
the financial system. 
 
• The Great Recession made obvious the huge debt level compared to 
GDP of the majority of countries in Europe and the US. The costs of the 
bailouts that governments had to face were a part of the further 
deterioration of public finances. The main situation that damaged debt 
levels though, were the rapid decline of revenue due to the deep 
contraction of output and the burst of asset bubbles, especially the 
housing bubble. When investors realize that Western debt was no 
longer “risk free” a collapse of sovereign bond prices sent interest rates 
through the roof, forcing countries as Greece, Ireland and Portugal out 
of private debt markets and putting them under public help. 
 
• The Great Recession damaged the democratic system since it made 
clear its weakness when dealing with a crisis that needs fast and bold 
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political action. The Euro-Crisis went out of control when politicians 
hesitated about the course of action that was needed and repeatedly did 
‘too little almost too late’. What two World Wars did not managed to give 
Germany, a financial crisis did. Europe is under German control right 
now but Germany does not want to lead or gift ‘free money’ to Southern 
Europe. A solution is far from being reached to put an end to the Euro-
crisis. As for the US, ideology is the main driver behind political action. 
Every piece of legislation has to endure a ferociously divided Congress 
that does not want to make concessions.  Under such circumstances, as 
Chinese policy makers say, “Democracy has become institutionalized 
chaos” 
 
• World power is moving to the big emerging countries: China, India and 
Brazil. These countries are the new economic engines of the world due 
to their large populations, gains of productivity and capital investment. 
China is by far the biggest of them all, with an economy only second to 
that of the US, it has had rates of growth of around 10% for the last 
decade and its influence over the world keeps expanding. India is also 
an economic powerhouse with a strong domestic market and a 
sophisticated outsourcing service industry. As for Brazil, it is a country 
rich in commodities with a growing industry and a rising middle class. All 
these countries have in common a new found leading role in 
international affairs, mainly in their regions, although for the moment, 
they focus more on putting things in order within their own borders. 
 
• The path of China, India and Brazil to superpower is not inevitable. 
Reforms were needed in order to release the hidden capacity of their 
economies.  These countries learned from previous financial crisis that 
hit their economies the importance of having good public finances and 
controlled inflation. These countries also had good politicians who took 
bold political decisions in order to implement reforms that at the moment 
were considered painful but that now have paid out, making them the 
new stars of the world economy.  Nevertheless, new reforms are 
needed to adapt to their changing economies and a changing global 
environment. Depending on a successful reforms implementation, the 
superpower status will be reachable. 
 
 
 
166
 
6. RECOMMENDATIONS  
 
•  In order to correct the global imbalances that lead to the Great 
Recession it is important that the US becomes a country that produces 
more and not just consumes. A weaker dollar is welcomed to make US’ 
exports more competitive. As for China, it has to consume more, but in 
order to do this; raising wages and a stronger Yuan are needed. Also 
and more complicated, Chinese policymakers need to create a strong 
social safety net in order to encourage people to spend more and not 
just save their income. As for the other big problem behind the Great 
Recession, financial innovation needs to be regulated, banks have to be 
forced to keep more of the debt they produce and not securitized all of it. 
Raising capital levels for banks is also important with the Fed ready to 
act against the formation of asset bubbles. 
 
• Encourage people to get more credit is dangerous when precisely this 
was behind the big Crash of 2008. The deleveraging process needs to 
be controlled and facilitated with public intervention. The Government of 
the US needs to be actively involved in the process of correcting debt 
levels and absorb some of it because otherwise, if public and private 
sectors deleverage at the same time, a painful and long recession will 
follow. As for the Fed, it needs to be actively involved in the recovery 
process and ignore political pressure that wants it to back up. Monetary 
easing is helping the mild recovery of the US, and if more of it is needed 
the Fed should be ready to act. 
 
• Deep austerity measures in European countries should not be 
implemented in the midst of recession and economic weakness. The 
main goal of European policymakers should be the implementation of 
reforms that make Southern Europe more competitive. It is also 
fundamental to modernize the entitlement programs that were designed 
for the 20th century but are obsolete in the 21st century. Also it is very 
important that the European Central Bank becomes more involved in the 
Euro-Crisis solution, it needs to be more active like the Fed in the US. If 
the ECB has the guts to engineer a sustained period of monetary ease, 
and manages to control or ignore German fears of inflation, it can deliver 
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an indirect debt relief and also improve competitiveness via a weaker 
euro. If the crisis is to be really over a fiscal union has to be 
implemented with a “super” finance ministry for the Eurozone, 
Eurobonds need to be introduced to the market if policymakers want to 
create such a big and liquid bond markets that smaller and less 
competitive countries can be protected from speculation and the rulings 
of rating agencies.    
 
• Leaders of the US need to realize that what is at stake is the economic 
future of its nation and not just votes for the next election. Pragmatism 
needs to return in order to manage the worst financial and economic 
crisis since the Great Depression. In extraordinary times like now, 
ideology should be put behind and politicians should be Statesmen that 
care about the future of the US and not just the next election cycle. As 
for Europe, more coordinated action is needed. Europe has the 
economic and political resources to put an end to the Euro-Crisis, what 
they need is more determination and confidence in the Euro, otherwise 
by letting the crisis get worse and worse, it looks like not even European 
politicians have faith in the single currency. Germany should tolerate 
more inflation and be willing to accept smaller austerity measures; 
otherwise the crisis will get only worse. 
 
• The big emerging countries China, India and Brazil need to be willing to 
lead more in their regions so they help the world governance process. 
They need to provide and not just consume public goods like peace, 
stability, free trade and environmental sustainability. They should be 
willing to lead more in international affairs and in the construction of a 
new multilateral international system. When the time of the ‘Only 
Superpower’ is coming to an end, with the US becoming first among 
equals, more international cooperation is needed in order to take 
important decisions that make the world more stable and prosperous. A 
multilateral world is welcomed, and for the first time in human history is 
becoming a reality, but it can be unstable if the big powers are not 
willing to think in the greater good, otherwise we will be back to 
mercantilism. 
 
• New big reforms are needed in emerging markets if they want to keep 
having a successful growth pattern. Labor reforms, more openness, a 
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better industrialization policy, a better redistribution system among 
others reforms are needed. Corruption and red tape need to be fought 
and it is fundamental to keep inflation under control. In the case of China 
a new economic model is needed, one in which consumption is the 
driver and not investment. Its housing bubble needs to be put under 
control and the banking system needs to be modernized and opened. 
India needs to improve their poor infrastructure and increase its 
manufacturing capabilities. As for Brazil, it needs to implement a better 
industrialization policy and be careful of the ‘curse of abundance’ since 
its big stock of commodities can make the government complacent and 
economic development arrive to a standstill. These countries need to 
take advantage of this momentum in history and modernize their 
economies so that they are better prepared to the challenges and crisis 
of tomorrow, because there is always another crisis just waiting to 
happen. 
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